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Executive Summary

This report contains the findings of a regulatory audit by Overland Consulting (Overland) ¢ of
California American Water Company’s (CalAm’s) 2009 forecasted test year-Geéneral Offic

(GO) revenue requirement. CalAm is a subsidiary of American Water Works Company
(Amencan Water or AW) In additi the test year revenue xequu ement, we also rev1ewed the

R&gun' ement - Summanzes Ovcrland’s review of CalAm s GO expenqes for 2006 and
2007, CalAm’s test year 2009 rate filing and the test year revenue requirement.

2.

3. : rv'ce Comg vAHocationSito <alAm Surmmanzes, for each NSC rate filing
category except customer service, the basis for CalAm’s historical and test year NSC
expenses and allocations, Overland’s analysis, and Overland’s test year
recommendations. Recommendations relating to test year expense mirror those discussed
in Chapter 2.

4, NSC Customier Service Center - Discusses customer service expense incurred by AW’s
two national call centers, growth n expenses‘charoed to CalAm, CSC allocations to
CalAm and CSC services pro: i-regulated contracts with muniéipalities:
Includes related recommendations for test yedr expense, mirrored in Chapter 2.

5. Local Service € Calitormia € A
Summarizes, for the LSC and Cal Corp, the basxs f01 Ca Am’s hlstoncal and test year
expenses, allocations to CalAm and Overland’s analysis of LSC and Cal Corp.

6.

1eq1urements fxom previous proceedmgs namely

. Conditions imposed in D.02-12-068, authorizing the transfer of control of
American Water to RWE.
. Conditions imposed in D.07-05-031, authorizing the American Water IPO.

. Conditions required by D.01-09-057, allowing recovery of an acqumm in
Prt‘»‘mlum assomated with the purcha.se of Citizens Utxhtxos water assets in.
California.

Chapter 6 also addresses ongoing requirements imposed by the Commussion associated
with: the CalAm acquisition of water assets previously owned by Citizens Ultilities; -
specifically the analysis of synergy benefits imputed due to the operation of these
properties by CalAm in relation to the acquisition premium allowed in rates to date.

Overland Consulting ES-1
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Executive Summary

Finally, potential implications of the recent sale of the Felton assets on the amount of
acquisition premium recoverable from CalAm customers is addressed.

7. . Rate Case Expense - Discusses CalAm’s requested rate case expense associated with the
current GRC cycle. Rate case expense is not part of the GO test year revenue
requirement discussed above. DRA, rather than Overland, is making a recommendation

concerning rate case eXpense recovery.

District Allocations of the General Office Revenue Reguitement - Discusses Overland’s

recommended customer-based method and CalAm’s proposed “four-factor” method for

allocating the GO revenue requirement to California districts.

The following table compares previously authorized, requested (by CalAm) and recommended
(by Overland) test year GO revenue requirements. The components of this table are discussed in
Chapter 1. The test year revenue requirement “per CalAm” calculation is based on our analysis
of the rate filing. 1t does not appear, per se, in the rate filing.

Ta ¢ ES 1
Cafo aA e a ae

Co a o ofPe o A o e Co a Re e e a Oea Reo e e
e ea Off eTe ean Ree eRe e e

stk

Q&M Expense Revenue

Requirement 1,298,350 16,858,609 5.560,259 13226419 1,928,069
Rate Base Rev. Req. (D) 823405 140,066 {683,339) 140,066 (683339}
CalAm General Office Revenue

Req. 12,121,755 16,998,675 4,876,920 13,366,485 1,244,730
Percentage Increase - 40.23% - 10.27%

Sources: CalAm numbers: Rate Filing Exbibit B, Ch. 1, Sec.3, Table § ; Overland numsbers: Report Table 1-2 (Rate Base}); Table 2-
I {Operating Expense).

(1) Last Authonzed rote base rev. reqmt. is calculated using data provided by ColAn mn Rate Filing Exh.B, Ch.1, Sec.3, Tablke 1.
COverland does not have high confidence in this amount, but it is the only amount available. }t does not appear to include
either the Ctizens acquis tion premium or the RWE merger synergy savings {for which approved amounts are shown @n D.06-11
050, Att. 3)

Overland Consulting . ES-2
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CalAm’s and Overland’s 2009 test year GO revenue requirements, as allocated to the district
level, are shown below.! The components of this table are discussed in Chapter 8.

Ta e ES

Cafo aA e a ae
Te ea 00 e ea Off e Re ¢ eRe e e Aoao o Oeao
Rae aea O ME

¢ @

Coronado 10.80% 1,835,857 12.22% 1,633,384 (202,472)
Los Angeles 13.54% 2301624 16.30% 2,178,737 (122,884):
Village 13.39% 2,276,123 12.35% 1,650,761 (625,362):
Monterey Water 31.81% 5407279 23.55% 3,147,807 {2,259471)
Monterey Wastewater 2.28% 387,570 1.32% 176,438 (211,132)
Felion 1.54% 261,780 0.00% - (261.780)
Sacramento 24.75% 4207,172 32.88% 4,394,900 187,728
farkfield 1.89% 321275 1.38% 184.457 {136817)
Toa 100.00 16 8675 100.00 13 366 485 363 1 0
Sources: Per CalAnt 4 Factor Pats - CatAm Workpaper GO-100. Cal-Am Total Rev Req Amount - Table ES-1. Per
Overland: Customer Allocation Factors - Table 8-1, Total 2008 & 2009 Revenue Requirenents - Table ES-1; District-
Allocated Amounts (Per CalAmand Per Overland) - Calculated fromtotals and factors.

recommendb lmntmg recovery of test year GO labor expense to compensanon for
employees on service company payrolls as of May 31, 2008. This reduces test year
expense allocated to CalAm by $338,591 in 2008 and 3380 171 in test year 2009
(Chapter 2, page 2).

dem,e Bud eted Employee Incenﬁve (,omnensanon Overland recommends that GO
incentive compensation be limited to amounts paid for 2007, adjusted for salary inflation,
and Hmited to employees in salary bands for which CalAm provided requested incentive
plan documents. This reduces GO expense allocated to CalAm by $589,158 in 2008 and
$598,546 in test year 2009 (Chapter 2, page 4).

! As far as Overland can determine, CalAm’s rate filing supports a 2009 GO revenue requirement
calculation of $16,998,675 before district allocation, a Monterey-Toro-Chualar-Ambler Park-Ralph Lane allocated
water revenue requirement of $5,407.279 and a Monterey wastewater revenue requirement of $387,570. This is
calculated from Proposed Total GO O&M of $16,858,609 and Proposed Rate Base of $1,026,026 as shown in Rate
Filing Exh.B, Ch.1, Sec.1.Table 1 (and also Ch.4, Sec.1, Table 1 for the O&M). A complete GO revenue
requirement calculation does not appear anywhere in the rate filing. We cannot account for an apparently
contradictory 2009 revenue requirement calculation of $15,677,624 on CalAm Workpaper GO-100, or the associated
Monterey allocation (including smaller districts noted above) of $4,987,647, because it does not agree with the
amount in the rate filing schedules in Exh.B, Chapters 1 and 4, and it is not referenced to anything.

Overfand Consulting ES-3
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Executive Summary

3.

10.

Remove Business Development Expense - Overland recommends no ratepayer funding of
expenses allocated from NSC and LSC business development functions. This
recommendation reduces GO expense allocated to CalAm by $371,469 in budget year
2008 and $383,185 in test year 2009 (Chapter 2, page 7).

Remeve NSC Cor orate Contnbutmns Expense - Overland recommends removing
charitable contribution and related expense allocated to CalAm by the NSC. This
recommendation reduces GO expense allocated to CalAm by $20,623 in budget year
2008 and $20,623 in test year 2009 (Chapter 2, page 8).

Reémove Legislative and Political Tnfluence Expense - We recommend removing

expenses incurred to influence legislation from CalAm’s test year revenue requirement
GO expense. Our recommended adjustment reduces GO expense allocated to CalAm by
$211,004 in budget year 2008 and by $218,213 in the 2009 test year. (Chapter 2, page 9)
'Remove Unsu ported “NSC Functxons Expense - Overland recommends removing
expenses in the“NSC Functions” rate filing category that do not meet regulatory
standards required for ratepayer recovery. This recommendation reduces GO expense
allocated to CalAm by $545,959 in budget year 2008 and $82,520 in test year 2009
(Chapter 2, page 10)

lCorrsct NSC Income Tax Ex; ense. and Intelcst Income - We recommend adjustments to

NSC-allocated income tax and interest income. The adjustments increase CalAm’s GO
expense by $38,195 in budget year 2008 and $38,195 in the 2009 test year (Chapter 2,

page 11).

‘Remove NSC Salesand Marketm’ Ex ense We recommend removing marketing and

sales expenses incurred and allocated to CalAm from the NSC. This adjustment reduces
CalAm’s GO expense by $72,056 in budget year 2008 and in the 2009 test year. (Chapter
2, page 12)

Limit Custorner Sewxce Center. CSC) Expense to 2003 Expense Plus Inflation - We
recommend himiting CalAm’s CSC expense to $1,971 ,507 based on per-customer
expense incurred in 2003, adjusted upward by for inflation. This reduces CalAm’s GO
expense by $831,111 in budget year 2008 and in the 2009 test year (Chapter 2, page 12).

Remove Unnecessary Payroll Reserve - Overland recommends an adjustment to remove
a CalAm-allocated LSC payroll reserve for “bonus or promotional increasefs].” 2009
1L.SC expense allocated to CalAm already includes pay and benefit increases ranging from
3 to 5%, as well as incentive compensation. This reduces CalAm’s GO expense by
$30,050 in budget year 2008 and by $30,801 in the 2009 test year (Chapter 2, page 13).

Overland Consulting ES-4



MAS REPORT 1
CAUSE NO. 43680
Page 11 of 180

Executive Summary

11.  ‘Correct Omission of Operating Risk Department Salaries - Overland recommends an
adjustment to correct this error by adding back the expense. This adjustment increases
CalAm’s GO expense by $83,036 in test year 2009. The adjustment does not change
budget year 2008 expense (Chapter 2, page 13).

Reverse Allocation Impact of Re-Branding. LSC Employees as California-Only -
Overland recommends that 12 of 17 employees reclassified in 2006 and 2007 from the
LSC organization to the Cal Corp organization be allocated to the states served by the
LSC as they were before they we re-branded as Cal Corp employees. This reduces
CalAm’s GO expense by $321,011 in budget year 2008 and by $334,197 the 2009 test
year {(Chapter 2, page 13).

12.

Remove Cal Corp Labor Separately Requested  Case Expense - CalAm has
requested recovery of more than 100% of the labor costs of four Cal Corp employees in
its filing. Overland recommends adjusting labor costs to correct this error.  This
adjustment reduces GO expense allocated to CalAm by $33,236 in budget year 2008 and
$34,664 in the 2009 test year. (Chapter 2, page 14)

13.

4.

Correct Allocations to. CalAm - Overland recommends adjustments to CalAm’s proposed
test year NSC and LSC allocation factors to properly reflect an allocation of test year
NSC expenses to regulated and non-regulated segments and among the regulated utilities.
The adjustments reduce CalAm’s allocated GO expense by $765,157 in budget year 2008
and $767,334 in 2009 (Chapter 2, page 15).

1.

i7ed rate filing information rolling up from more
detailed workpaper support with all workpapers and rate filing schedules properly

s provide a calculation of its rate base,
O revenue requirement. (Chapter |, page 9).

rate ﬁhngs that the Commlssnon reqmre CaI
rate base revenue requirement and over:

Overland Consulting ES-5
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F1 ecommend for futule rate fi lmos that the Comrmssxon 1equ1re CalAm to provide \
supporting documentation in the filing for expenses allocated from both the National and
Local Service Companies. (Chapter 1, page 9). /

furthel recomrnend that the Commission require CalAm to include an affidavit in the rate
filing or a statement by the appropriate witness that the specific rate filing support
recommendations required by the Commission have been met (Chapter 1, page 9).

not clear that DRA already has lhe nght to review the ﬁnanc:al and operating data of
CalAm’s affiliates, we recommend the Commission specifically require CalAm to make
such information available in future rate and other proceedings in which affiliate l
transactions, cost allocations and related possible cross-subsidization are potential i
subjects or issues (Chapter 1, page 10). !

1egulated services provxded by the Customer Servxce Center to px event CalAm from
cross-subsidizing CSC services plowded to non- regulated municipal customer.

CalAm (Chapter 4) page lO)

€ - Spitioff From RWE - CalAm has represented that its
customers will beneﬁt from the spin-off from RWE. However, given the substantial
pressure imposed by a capital program that exceeds cash flows available from operatlons
and the significant goodwill that remains on the compan i hat
the recent downgradings by S&P and Moody’s ir i
inotén enh' cement: Regulated utilities, in the face of such conditions, generally attempt
to either raise customer rates, cut costs, or both. Overland assumes that, in imposing
conditions reflected in previous decisions, the Commission did so as a basis to: evaluate
the delivery of benefits represented by CalAm; and to assess and safeguard against
potential harm 1o ratepayers. As such, the Commission may wish to consider the
conditions described in Chapter 6, in the Findings and Conclusions section of the
Transfer of Control discussion (Chapter 6, page 10).

8. ‘Gainfrom the Sale of Felton - With regard to the gain from the'sale of the Felton
properties, we believe that the facts and circumstances asso¢iated with this transaction, in
light of the acquisition premium in current CalAm rat at are potentially attributable to
these properties, now warrants further CommissiopsScrutiny. We believe that the gain on

Overland Consulting ES-6
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these properties may be in the range of $5-6 miljisn.? It is clear that the Commission
reserves the right of review for the dispositipsrof utility property; particularly in case-
specific circumstances where its generalypolicy may not apply. Given our previous
discussion on this subject, it may be#ppropriate to reduce the current acquisition
premium by the gain realized inthe Felton transaction. However, without more detailed
information, we cannot € any final recommendations at this time (Chapter 6, page
20).

? The Company has refused to produce specific information that would provide details regarding to actual
gain on the Felton transaction. General market indicators support a market-to-book ratio of about 2x. However, actual
transaction data may vary materially from this general assumption.

Overland Consulting : ' ES-7
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1. Summary of CalAm’s G ,
2009 Test Year Revenuez :

This chapter summarizes Overland’s review of California American Water Company’s (CalAm)
General Office (GO) rate filing and revenue requirement. It includes a summary discussion of
CalAm’s revenue requirement, a discussion of the support for the revenue requirement CalAm
provided in its rate filing, a discussion of non-regulated and affiliate transactions and problems
Overland encountered in reviewing them, and recommendations relevant to these discussions.

‘Components of CalAm’s General Office Revenue Requirement

The GO revenue requirement consists of the following components:

: : : NSC) Allocations - The NSC consists of corporate functions
such as finance, treasury and planmno and various shared services (accounting, human
resources, customer service, information technology, procurement and water quality).
NSC expense allocated to CalAm accounts for approximately one-half of CalAm’s GO
revenue requirement request.

. Local Service Com any | LSC ‘Al ocations - The LSC consists of American Water’s
(AW’s) western region operatlons Western Region expenses are allocated primarily

between California and AFizona, which contain a majority of the region’s customers.

Smaller amounts are allocated 1o Texas, New Mexico and Hawaii.

Charges from Cahfomn Co joratc CaiCo )i~ The CalCorp unit contains operating
expenses from former LSC employees who were previously allocated to multiple states
in American Water’s (AW’s) Western Region, but who are charged entirely to California
in CalAm’s current rate filing. CalCorp also includes expenses of employees who have
been hired to serve operations only in California. CalCorp expenses are charged entirely
to CalAm.

Comparison of CalAm’s Previously Authorized, CalAm’s Proposed and
Overland’s Recommended Test Year General Office Revenue Requirements

The table below compares the summarized General Office revenue requirements: 1) as
authorized in the previous General Rate Case proceeding; 2) test year 2009 as proposed by
CalAm; and 3) test year 2009 as recommended by Overland. A comparison of CalAm’s and
Overland’s recommended revenue requirements distributed to the district level is shown in
Chapter 8, Table 8-2.
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Cafo aA e a ae
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O&M Expense Revenue Requirement | . 11,298,350 16,858,609 5,560,259 13,226,419 1,928,069
Rate Base Rev. Req. (1) 823,405 140,066 (683,339 140,066 (683,339)
CalAm CGeneral Office Revenue Regq. 12,121,755 16,998,675 4,876,920 13,366,485 1,244,730
Percentage Increase 40.23% 10.27%

Sources: CalAmnumbers: Rate Filing Exhibit B, Ch. 1, Sec.3, Table 1 ; Overland numbers: Repornt Table 1-2 (Rate Base); Table 2-1
{Operating Expense). ()
Last Authorzed rate base rev. reqm, is caknlated using data provided by CalAmin Rate Filing Exh.B, Ch.1, Sec.3, Table 1.
Overland does not have high coafidence in this amount. but it is the only amount available. It does not appear to include either the
Citizens acquisition premium or the RW Eanerger synerpy savings (for which approved amounts are shown in D.06-11-050, Att. 3}

Operations and Maintenance Expense - Differences between the Overland and Company revenue
requirements for test year 2009 are due entirely to Overland’s recommended adjustments to
CalAm’s proposed General Office O&M expense. These adjustments are summarized and
discussed in Chapter 2. The individual service company components of operations and
maintenance expense are discussed in Chapters 3 and 4 (for the NSC) and Chapter 5 (for the
LSC and CalCoip). The following table summarizes the General Office O&M revenue
requirement by service company component.

Ta e '
Cafo aA e a ae i
eeaOff eOea g Ma ea eE e eRee eRe e e |
Se eCo a Co oe ;
efo 0Ca A

ea Afe A oa o

ORI

Aoa eoCaA

National Service Company 154,529,094 126,987,350 (27,54),744)
Local Service Company 9,798,017 7,529,236 (2,268,781
Cal Corp 4,954,495 4251268 (703,227)
To a 16 81606 138 6 854 30513 5
Afe A ea o 0CaA

Nationat Service Company 8,357,126 6,221,706 (2,135,420)
Local Service Company 3,546,988 3,099,132 (447,856)
Cal Corp 4,954,495 3,905,580 (1,048,915)
Toa 16 858 60 13 641 363 10
Source: CalAm Rate Filing, Overland Report Chs. 2,3, 4, 5

Overland Consuiting



MAS REPORT 1
CAUSE NO. 43680
Page 17 of 180

Chapter 1

Rate Base - Rate base does not contribute significantly to the test year 2009 General Office
revenue requirement. As far as Overland can determine, CalAm’s rate filing does not include a
direct calculation of the revenue requirement associated with rate base. As such, there is also no
total revenue requirement (O&M, return and tax) calculation in the rate filing. Rate base
amounts presented in CalAm’s filing include the following:

Exhibit B, Chapter 1, Section 2, Table 1:
. Proposed Test Year 2009 Rate Base $1,269,864
. Proposed Year 2010 Rate Base $ 782,388

Exhibit B, Chapter 1, Section 3, Table 1:
. Proposed Costs $1,026,126

The second table (Section 3, Table 1) also contains information to permit a calculation of
CalAm’s intended rate base revenue requirement calculation, including a rate of return of 7.8%
and a net-to-gross (tax) multiplier of 1.75. The amount in the second table 1s the average of the
two amounts in the first table. Overland used the second amount to calculate what we believe is
CalAm’s requested 2009 test year rate base revenue requirement, as shown in the table below.
This calculation does not appear in the rate filing.

Ta e13

Cafo aA e a ae
e ea Off eRae g

Proposed Average Rate Base per Cal-Am 1,026,126
Rate of Return per Cal-Am 7.80%
Requested Retum 80,038
Tax Multiplier 1.75
Rate Base Revenue Requirement 140,066

Source: Rate Base Amounts: General Office Rate Filing, Exhibit
B, Chap 1, Section 3, Table 1

Primarily because rate base revenue requirement is so small (less than one percent of the total
General Office revenue requirement per CalAm), we did not attempt to audit it.

Rate Filing Support for CalAm’s General Office Revenue Requirement

We found CalAm’s rate filing lacking in support for specific components of the GO revenue
requirement.

. Lack of Tables Summarizing the General Office Revenue Requirement and Rate Base -
As noted in the discussion of rate base above, CalAm’s rate filing does not include an
overall calculation of the test year General Office revenue requirement. It also does not
include a calculation of the General Office rate base or the revenue requirement
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associated with rate base. With some effort it can be determined what CalAm probably
intends these amounts to be, but they are not set forth directly in the filing.

Support for NSC Fxpe ense - CalAm’s rate filing contains virtually no support for the NSC
portion of the General Office expenses, which, as noted above, accounts for about one-
half of the total GO revenue requirement. The test year quantitative expense data for the
NSC consists entirely of nine summarized test year-proposed O&M expense amounts
(one for each of nine NSC rate filing categories). These nine amounts are repeated in
several tables, but there is nothing in the filing, in the workpapers or in the accompanying
testimony that discloses the business units, budgeted total expenditures, budgeted
management fees, or the allocation factors from which CalAm’s proposed test year NSC
expense is derived.

. LSC and Cal Corp - Filed support for the LSC and Cal Corp allocations to CalAm is
marginally better than for the NSC. While CalAm provided details of total costs incurred
by each entity on an object account basis, amounts did not always agree from one exhibit
to the next, the handful of filed workpapers lacked a discernible audit trail, and testimony -
did not provide insight into contentious issues. However, by the time that data requests
were issued to CalAm on LSC and Cal Corp matters, many of the delays experienced in
the NSC area had been “ironed out”, and responses were generally, but not always, on
point.

Rate "Fﬂm‘ Presentatmn Problems In general, there is a lack of organization in the rate
ﬁlmg and workpapers. Dependmg on the schedule or workpaper, cross-referencing
between the rate filing schedules and workpapers and within the workpapers is limited or
non-existent. In many places it is difficult to determine the source for amounts in
summarized schedules, and where the amounts in detailed schedules are summarized.

Discovery Problems

above the rate ﬁlmg and accompanymg CalAm workpapexs contain vmually no support for
NSC expenses that comprise about one-half of the GO revenue requirement. In addition to lack
of support in the filing, CalAm and AW made it difficult to compile, through discovery, the NSC
expense support included and discussed in this report. It took more than three months and
several rounds of discovery to obtain the business-unit budget data on which test year NSC
expense is based. Just determining how the NSC’s business units correlated with the NSC
categories in CalAm’s rate filing required several rounds of data requests. We also encountered
problems obtaining lists of NSC employees. On two different occasions {once early in the project
and later in response to a followup request) CalAm determined that, somehow, it was in its
interest to provide schedules of NSC employees and positions with the employee names
removed.

Data Supporting Cost Allogations Between AW’s Regulated and Non-Regilated Segments - We
also encountered difficulties in obtaining information about the subsidiaries in AW’s non-
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regulated business segment. As discussed below, the inability to obtain financial results for
unregulated subsidiaries negatively affected our ability to evaluate affiliate relationships and the
reasonableness of allocations of NSC expenses between regulated and non-regulated segments.

W -In the absence of
comphance with Commlssmn Orders in its appllcatlon regardmg conditions in the RWE
acquisition and divestiture decisions, Overland attempted to illicit this information in formal
discovery in initial and subsequent data requests. However, in spite of these requests, CalAm has
maintained that it need not provide such information, as it represents that it has met its burden of
proof concerning these Commission requirements. Overland strongly disagrees, and addresses
these deficiencies in Chapter 6. ‘

~ elton Upon learning of the sale of the Felton assets, Overland
1ssued dxscovery to ascertam detalls about the transaction necessary to address potential
ratemaking issues in the current proceedings. Aside from providing a copy of the settlement
agreement, CalAm declined to provide the requested information.

; hat"‘fTransactnons and Commoh Cost Ai!ocatxons o the Non-Requlated:

The Settlement Agreement as to Certain Issues for General Qffice between the Office of
Ratepayer Advocates and CalAm, dated October 13, 2005, states that “ORA will retain an
outside audit firm to review the GO operations and its cost allocations to the various ratemaking
districts.” It further states that “[tjhe scope of the audit will be to review if GO allocations to the
districts are reasonable and properly allocated in accordance with applicable Commission
decisions, rules and policies regarding cost allocations. Admimistrative and General expenses
that were previously part of GO allocations will also be audited. In addition, a review of CAW’s
compliance with the Commission’s affiliate transaction rules will be covered as part of the audit
scope.”

We found that there are significant interrelationships between non-regulated

:busmesses To properly understand and assess the reasonableness of these lelatlonshlps and the

transactions and cost allocations between regulated and non-regulated subsidiaries, it is

necessary to have a thorough understanding of the financial and operational aspects of a

comparny’s regulated and non-regulated businesses. This requires unfettered access to operating

and financial information about non-regulated subsidiary operations and results. Because of

discovery difficulties, including the time consumed in attempting to obtain non-regulated

segment financial information that was not provided, and the time it took to acquire budget
support for NSC allocations, Overland was unable to fully assess the reasonableness of cost |
allocation results and CalAm’s compliance with California affiliate transactions rules.

‘Summiary of Regulated and Non-Regulated Sc
businesses are summarized as follows.

nents - AW’s regulated and non-regulated
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Regulated Businesses Segment - AW describes the regulated segment as including the
water and wastewater utility businesses subject to economic regulation. Cost allocation
support provided in data responses indicates that this providés services to industrial,
commercial and residential customers in 20 states.

Non:R : Segm m According to AW, the non-regulated business
segment is adrmmstered by subsxdxary Amernican Water Enterprises. Non-regulated
businesses include homeowner water and sewer line maintenance, water and wastewater
operations and maintenance services (for municipalities, water districts, U.S. military
bases and similar entities), carbon technologies for water cleansing, water and
wastewater facilities engineering and wastewater residuals management.’

In many cases, non-regulated business activities are linked operationally or administratively to
the regulated water utilities. For example:

. The National Service Company includes many “corporate” and shared operating
functions, including treasury, finance, accountmg, operat}ons and customer sc ices, that

" American Water Works Company, Inc., S.E.C. Form 424B3 (Prospectus), filed May 12, 2008, p. F-36.

? Based on analysis of data from OC-52. In 2007, NSC incurred approximately $183.4 million (this
excludes amounts from regional service companies that was mixed in with national expenses). Of this, $14.1 million
was directly charged or allocated to non-regulated subsidiaries, including amounts charged to what appear to be non-
regulated water operations managed for municipalities whose revenues are actually included in the regulated
segment. $169.3 million was charged to regulated water utilities.

3 Response to data request OC-72.
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understanding that in this case, in return for the use of regulated employees and assets,
CalAm’s ratepayers are credited with 10% of the revenues from the contract.*
Non-Regulated Services Provided by the Customer Service Center - We asked about services
prov1ded by the NSC to non- regulated companies and non-regulated customers. We learned that
the Customer Service Center (CSC), from which CalAm is requesting to recover significantly
higher costs than authorized in the prior rate case, performs services for a large number of non-
regulated municipal customers. For the municipally-owned Liberty and Edison water companies
and for a few smaller systems owned by others, AW provides customer services that it defines to
be “comparable” to what it provides to the regulated water utilities. Operating agreements show
that AW also provides other operating services, including system maintenance and management,
to certain municipalities. Available time did not pemut a detailed analysis of whether costs were
properly allocated for all of the services provided.” Wedid gate the st ,
the CSC." CalAm acknowledged that the CSC did not allocate any cost for the customer services
provided to non-regulated municipal customers such as Liberty and Edison.

We found that revenue from non-regulated sources can be recorded by a regulated water utility.
Several months after we asked about non-regulated customer services, CalAm provided a list of
more than 100 municipalities that receive customer service under contract.® Although the
contracts are between the municipalities and AW’s regulated water companies, the services are
provided by the National Service Company’s Customer Service Center (CSC). AW declined to
respond to our data request regarding the ratemaking treatment of the revenues associated with
the contracts. However, the costs incurred by the CSC to provide the services are allocated to
the regulated water companies, including CalAm (even though CalAm does not have any such
contracts).” AW’s failure to allocate any of the CSC’s costs to the non-regulated category for
these services increases the cost allocated by the CSC to CalAm.

Attempts 1o Review. Non-Regulated E i anmal Results and Potenual fhiliate Relatlonshms -
Early in the discovery process, we 1equested American Water’s consohdatmg workpapers.®
Consolidating workpapers typically provide a high level, pre-consolidation view of non-

? 1t is Overland’s understanding that such services are authorized by the California Public Utilities
Commission under Advice Letters. It was beyond the scope of our review to audit the details of these arrangements.

* Many of these costs would be incurred by regulated AW water companies located near the municipality
being served, rather than by the NSC.

® Supplemental response to data request QC-71 received August 12, 2008.

7 Response to data request OC-216-E states that AW objects to the question about rate case treatment,
asserting “it is not relevant to the current proceeding.” Response to data request OC-210-A indicates “no customer
service expense for 2007 or year-to-date 2008 was allocated to regulated state subsidiaries of American Water.”

¥ Data Request OC-23. Overland routinely requests consolidating workpapers in reviewing affiliate
transactions and cost allocations. We have obtained these workpapers from utilities in California and in other
jurisdictions. Other than by American Water, we have never been denied access to a company’s consolidating
workpapers.
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regulated subsidiary’s financial results and are a starting point in the process of understanding
the financial results of a company’s non-regulated businesses. Consolidating eliminations and
footnotes to the schedules in the workpapers often also provide insight into affiliate relationships
and transactions. AW declined to provide its consolidating workpapers and the accompanying
non-regulated financial information. After spending the equivalent of approximately 50
consulting hours chasing the information, we ceased efforts to acquire it.”

The accounting profession requires public companies to file a limited amount of high-level
information about business segment operations and affiliate transactions in the notes to financial
statements prepared in accordance with Generally Accepted Accounting Principles (GAAP). In
American Water’s case, such data is limited because, as a subsidiary of a German utility and
British water company, AW was not required to file annual GAAP financials in recent years.
Fortunately, AW’s recent decision to raise public equity capital created a requirement to file
public financial information, without which even high level financial information concerning the
non-regulated segment would have been non-existent. With the information filed in a prospectus
related to the public equity offering and recent quarterly financial reports filed with the
Securities and Exchange Commission, we were able to determine that the non-regulated segment
accounted for about 12 percent of AW’S total “size” in 2007,

National Service Company Allocations (Regulated / Non-Regulated and to CalAm) - As
discussed in Chapter 2, under Adjustment 14 (Correct Allocations to CalAm), CalAm was
unable to provide calculation support for its test year-requested NSC allocation factors. We
found CalAm’s test year included an expense allocation to CalAm that is higher than suggested
by a reasonable size-based allocation between the regulated and non-regulated business
segments and between CalAm and other water companies within the regulated segment. As
shown in Chapter 3, Table NSC-1, CalAm requests an overall 5.41% allocation of common NSC
management fee expense to CalAm in the test year, after an ostensible (but incalculable)
allocation to the non-regulated segment, even though CalAm’s December, 2007 share of
regulated customers is only 5.18%. Overland’s composite allocation to CalAm, which Overland
recommends for six of the NSC’s nine rate filing categories, is 4.59%. It is based on an 88%
regulated segment allocation (using relative regulated and non-regulated segment revenue and
expense) and a 5.18% regulated expense allocation to CalAm (based on actual year-end 2007
customers).

Looal Semce Com‘ any. Aliocanons (Regulated / Non-Regulated) - A review of schedules that
show the distribution of the expenses of the Western Region Local Service Company (LSC)
indicates that employees of the LSC’s Business Development business unit spend approximately
two-thirds of their efforts on non-regulated projects in the Western Region. These expenses are
charged to American Water Enterprises (AWE), AW’s largest non-regulated legal subsidiary.'

® Overland requests consolidating workpapers as a routine part of its review of affiliate transactions and cost
allocations in regulatory audits. This is the first time that our request for such workpapers has been denied.

 CalAm rate filing workpaper GO-126 shows the proposed test year distribution of expense between AWE
and the regulated state jurisdictions in the Western Region.
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Although expense distributions indicate that about two-thirds of Western Region business
development activity is non-regulated, with the exception of two Administration unit employees
who appear to be dedicated entirely to non-regulated subsidiary AWE (a Project Engineer and a
Contract Operations Manager), no expenses from other LSC business units serving the Westemn
Region (External Affairs, Finance, Human Resources, Legal, Environmental Management,
Maintenance, Network, Operational) are allocated to AWE or to other non-regulated
subsidiaries. As discussed above, early in this review we attempted to review the financial
results of AWE and other non-regulated subsidiaries. AW and CalAm declined to provide
consolidating financial results for AWE and other non-regulated subsidiaries. Given that more
than half of the LSC’s business development activities are non-regulated, it is likely that other
LSC supporting activities should also be allocated to the non-regulated segment.

Rate Filing and Workpaper Org amzatlon and Referencmo We recommend the
Commission require CalAm to organize rate filing and workpaper support in a
hierarchical fashion, with summarized rate filing information rolling up from more
detailed workpaper support. Quantitative information in the workpapers should tie
forward either to more summarized workpapers, or to tables in the rate filing. All rate
filing schedules and workpapers should be referenced so that the source data, and the
workpapers that contain detail tying forward to the schedules, can be located. In other
words, the filing and workpapers should contain referencing, cross-referencing and
source identification that is standard in utility regulatory filings containing accounting
data.

' "vemw RevenueRequnc ent: Cd]culmmns We recommend the

Commission require CalAm to provide a calculation of its rate base, rate base revenue
requirement and overall General Office revenue requirement in future rate ﬁlmgs.

support for expenses allocated from both the National and Local Service Companies in its
next rate filing. The required support should include the following:

. A table summarizing total test year and historical expenses allocable to CalAm
for each expense category (e.g., for the NSC, customer service, shared services,
finance, etc.).

. A table summarizing test year and historical allocation factors applicable to
CalAm for each expense category.
. A table summarizing test year and historical amounts allocated to CalAm for each

expense category.
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. Business unit budget detail - Budgeted amounts by account for each business unit
included in the NSC and LSC filings (equivalent to what was provided to
’Overland in OC- 91) "

Busine: ‘ctors Supporting allocation factor detail showing how:
the factors each budget unit separately allocated or charged to CalAm were
calculated. In this filing CalAm asserted (in response to OC-51)for the NSC that
no supporting detail for budgeted allocation factors exists.

. As described in additional detail in Chapter 4, should CalAm attempt to recover
any cost associated with the NSC’s Customer Service Center in future rate filings,
we recommend the Commission require CalAm to file workpapers showing how
expenses for CSC services provided to non-regulated customers (such as the
billing and collection services provided to more than 100 municipalities) are fully
distributed to the non-regulated segment and / or customers.

'Hnwe Been« et- To the extent the Commxsblon adopts the recommendatxons above we
further recommend that the Commission require CalAm to include an affidavit in the rate
filing or a statement by the appropriate witness that the specific rate filing support
recommendations required by the Commission have been met.

3. sacuons Data As discussed elsewhere

in thls report our ablhty to assess the 1mpact of non- -regulated operations on CalAm and
its revenue requirement was limited because of limits CalAm and AW placed on non-
regulated subsidiary data. When access to financial and operating data is limited, it is not
possible to assess the reasonableness of affiliate transactions and common cost
allocations. Prior to this review, it was Overland’s understanding that DRA and auditors
working on DRA’s behalf have the night, under the California Public Utility Code, to
review non-regulated financial and operating data for any utility affiliate that they deem
necessary to determine whether cross subsidization of non-regulated activities by
regulated utility customers may be occurring. To the extent that it not clear that DRA
already has the right to review the financial and operating data of CalAm’s affiliates, we
recommend the Commission specifically require CalAm to make such information
available in future rate and other proceedings in which affiliate transactions, cost
allocations and related possible cross-subsidization are potential subjects or issues. We
also recommend the Commission require that CalAm include, in its next rate filing, an
affidavit or a statement in the testimony of an appropriate witness confirming that the
books and records of non-regulated subsidiaries will be made available for review by
DRA or its agents subject to the execution of an appropriate confidentiality agreements.

. '"Labor detail showing the names and salaries of employees, included on a separate sheet within each
business unit budget excel file, can be omitted it determined to be confidential. However, rate filing support should
include a note to the effect that labor expense detail is available for review upon request by auditors covered by an
appropriate confidentiality agreement.
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This chapter summarizes Overland’s adjustments to California American Water Company’s
(CalAm’s) General Office (GO) operating expense revenue requirement. Overland’s
recommended adjustments affect: 1) GO O&M expense incurred by the service companies; 2)
allocations of GO O&M expense to CalAm; and 3) allocations of CalAm’s GO O&M to
CalAm’s districts. Overland is not recommending adjustments to CalAm’s proposed test year
rate base or rate base revenue requirement. This chapter addresses adjustments at the CalAm
level. Allocations of CalAm’s revenue requirement to CalAm’s California districts is discussed
in Chapter 8.

Overland’s Recommended Adjustments to Test Year

The table below summarizes CalAm’s GO operations and maintenance (O&M) expense, as filed
by CalAm for the 2008 and 2009 forecast years. It also shows Overland’s recommended O&M
adjustments and test year GO O&M as recommended by Overland.

Ta e21
Cafo aA e a eeaOff eOea gE ¢ eRee eRe e e
T T

Ca

OO ea gE e e Pe CaA A e 17 060 572 | 16 858 609
Oea Reo e e A e
1{Annualve Labor Expense Based on May 31, 2008 Actual Staff Levels (338,591) (380,171)
2|Reduce Incentive Compensation to 2007 Actual Award Levels {589,158} (598,546)
3|Remove Business Development Expense (371,469) (383,185)
4|Remove Corporate Contributions (20,623} (20,623)
5|Remove Legishitive Influence Expense ) (211,004 (218213)
6{Remove Unsupported "NSC Functions” Expense (545,959) (82,520)
7|Gomrect Non-Déparmenul Interest tncome-and Income Tax 38,195 38,195
8 i (72,056} (72,056)

Remove Saks and Market

E}gpe

(83,1 (831,111)
(30,050) (30.801)

11|Correct Omission of Operating Risk Dept Salaries - 83,036
12|Reverse Allocation Effect of Re-branding LSC Employees as CalCorp (321,011 (334,197)]
13|Rermove CalCorp Libor Separaily Requbsiod as Rate Case Expense 2] i)
14|Correct Service Company Allocations to CalAm (765,157) (767.334)

Toa A e Reo e e Oe a 4091 231 3632 190

OOea pE ¢ e A Reo e e Oe 2 12969341 | 13226419

Source: Attachment 2-]

Attachment 2-1 provides additional detail for the adjustments listed above. NSC 2009 test year
expenses, as calculated by CalAm for the rate filing, are based on the NSC’s 2008 budget. The
salary component of labor expense, and labor costs tied to salaries (e.g. payroll taxes) are
budgeted for 2008 based on 2007 salaries plus across-the-board salary inflation of 4%. Overland
did not adjust these basic assumptions made by CalAm about test year NSC expense.
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1. A 0A a e ao @ Refe A a ge ea Saff g- Laborexpense
accounts for more than two-thirds of CalAm’s GO revenue requxrement request Overland
recommends test year labor expense for General Office employees based on actual employees on
the payroll as of May 31, 2008. We believe actual staffing at a point nearly mid-way through the
2008 budget year is a better indicator of the test year labor expense AW is likely to incur than
expense based on a budget prepared in the fall of 2007.

Calculating test year labor expense using actual 2008 staffing reduces CalAm’s requested test
year GO expense, using CalAm-requested allocation factors, by $338,591 in 2008 and by
$380,171 in 2009. The individual components of the adjustment are as follows:

. NSC - The adjustment reduces total NSC expense by $1,989,537 and reduces regulated
expense allocated to CalAm (using CalAm-requested factors) by $69,934 in 2008 and
2009. These amounts exclude an adjustment to Customer Service Center (CSC) labor
expense, which would need to be added if the Commuission rejects our recommended
adjustment to CSC expense, discussed below.'

. LSC and Cal Corp - The adjustment reduces total L.SC and Cal Corp expense by
$296,949 in 2008 and $340,253 in 2009. It reduces CalAm-allocated expense by
$268,657 (2008) and $310,237 (2009). LSC allocations to' CalAm include the impact
that Overland’s calculated labor expense would have on non-labor calculated allocators.

The Basis for Overland’s Recommended Labor Expense - Overland conducted an analysis
comparing staffing in the budget to actual staffing as of May 31, 2008. The table below
summarizes this analysis.

" Overstated budget labor expense associated with the Customer Service Center (CSC) is $2,161,256 (total
NSC)/ 117,140 (CalAm-allocated using CalAm’s factor) for both 2008 and 2009. As discussed below, we
recommend test year CSC expense be limited to 2003 expense recorded by CalAm (2003 was prior to the
implementation of national call centers), adjusted for inflation between 2003 and the test year. If the Commission
rejects the recommendation to limit CalAm CSC expense, but accepts our test year labor expense calculation, the
NSC component of the test year labor adjustment would need to be revised to $4,150,793 (total NSC) / $208,065
(CalAm-allocated). The revision is necessary to account for the overstated fabor expense associated with the CSC in
the test year labor expense calculation.

Overland Consulting 2-2



MAS REPORT 1
CAUSE NO. 43680
Page 27 of 180

Chapter 2

NSC Belleville Lab |
NSC Customer Service 750 697
NSC Finance 59 58]
NSC Human Resources 36 30
NSC Info Technology 185 165
"NSC Functions” 51 48]
NSC Operations 7 Netwk 69 63 ]
NSC Shared Services 202 179
NSC Supply Chain 37 38}
Total NSC 1,425 1,308 ]
Total LSC 57 L 54
Total Caj Corp 51 40
Toa Se eCo.S aff .

A oa eoCaA 1533 1402

Source: OC-91 and OC-92- Excludes Interns

Service company employee levels have increased steadily in the past few years. For example,
the NSC had 1,111 employees at the beginning of 2006.> AW’s budget predicts a mid-year,
2008 NSC employee level of 1,425, 28% more than at the beginning of 2006, and 9% higher
than actual end-of-May, 2008 staff levels. Meanwhile, CalAm’s regulated customers, on which
allocation of NSC expense to CalAm is based, have increased only 2% over the past five years.?
The forecasted increase in staffing, without a commensurate increase in customers, shows that
CalAm is projecting that GO services provided to Califorma will continue to become less
efficient in the test year, continuing (and perhaps accelerating) a trend that has been in place for
the past several years.

Overland’s Calculation of Test Year General Office Labor Expense - Overland’s calculation of
NSC labor expense is based on the salaries, benefits and payroll taxes for actual employees as
of May 31, 2008. 2008 budgeted salaries are based on 2007 salary levels plus a 4% across-the-
board increase. Overland’s recommended labor expense calculation also incorporates AW'’s
budgeted salary increase. AW’s NSC labor expense calculation includes an allowance for
vacancies. The vacancy allowance is a fraction of the difference between actual and budgeted
labor expense as of May 31, 2008. Overland’s labor expense adjustment reverses AW’s vacancy
allowances to avoid double-counting the related expense reduction AW recognized in its 2008
budget.

? Analysis of data provided in response to OC-92.

3171,444 (12/?;1/2007 customers per OC-90) / 167,834 (2003 customers per Rate Filing Exh.B, Ch.9,
Sec.l, Tbl. 6) = 1.0215.
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Our recommended test year labor expense for the LSC and Cal Corp is also based on the actual
employees in each of these organizations as of May 31, 2008. Since the company budgeted
labor costs at an employee level, projected positions that were vacant were deducted from
CalAm’s request - 8 from the LSC and 12 from Cal Corp.* The LSC had 7 employees in its
organization in May 2008 that were not specifically included in its request.® For these 7
employees, Overland increased the company’s request by using actual 2008 annualized salary
and benefits along with jurisdictional and operating expense/capital expenditure allocations.
Overland assumed a 4% annual increase in labor expense for 2009 for these additional
employees, the middle of the 3% to 5% range budgeted by AW for LSC and Cal Corp
employees. Finally, the LSC’s projected non-labor allocations are a function of cumulative labor
cost allocations. Overland recalculated these non-labor allocations based on the LSC
organization as it existed in May 2008.°

2.Re__e gee E  oee e eCo e a o - CalAm'srequested test year
incentive compensation appears to be based on the following assumptions: 1) that all budgeted
positions at management levels eligible for incentive compensation will receive it; and 2) that
eligible positions will receive 100% of their incentive awards using a budget assumption that
100% of the plan (corporate and regional) income targets are achieved.” Overland questions
both of these assumptions. Overland recommends that GO incentive compensation be limited to
amounts actually paid for 2007, adjusted for salary inflation, and limited to employees in salary
bands for which CalAm provided requested incentive plan documentis.® This amount is
significantly lower than CalAm’s test year-request incentive compensation, which is based on
budgeted GO incentive compensation of $7.2 million for the NSC (2008 and 2009), $0.8 million
for the L.SC (2008 and 2009) and $0.5 million for Cal Corp (2008 and 2009) (before allocation to
CalAm).

Using CalAm’s allocation factors, Overland’s recommended incentive compensation adjustment
reduces CalAm’s NSC-allocated expense by $328,033 in 2008 and in 2009. Our recommended

* Two Business Development positions in the LSC that were vacant as of May 2008 were excluded from
this adjustment as they were captured in Overland’s recommendation to disallow the costs of this entire function.

% Cal Corp had one employee in May 2008 that was not included in CalAm’s request {see response to OC-
166). Because this employee had been captured in the LSC organization for GO rate filing purposes, Overland
elected not to remove the costs of this employee from the LSC and to add back the costs to Cal Corp.

¢ Even though the LSC was effectively reduced by 1 net position (8 vacancies LESS 7 new positions),
Overland’s recalculation of CalAm’s allocation resulted in an increase to the company’s request. This is due to the
nature of the positions adjusted (vacant positions had on average smaller allocations to CalAm than the “new”
positions added by Overland) both directly on labor costs and indirectly on non-labor costs.

7 According to Attachment A of the 2007 AIP document provided in response to QC-16, payouts could
conceivably be as much as 150 percent of budgeted payout if operating income is as high as 125% of target.

¥ AW’s General Office service company budgets reflect across-the-board 4% salary increases for all
employees. Overland accepts this estimate, and it is applicable to both salary and incentive compensation.
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adjustment reduces CalAm’s LSC-allocated and Cal Corp-charged expense by $261,125 in 2008
and by $270,513 in 2009 (in both cases based on CalAm’s requested LSC allocation factors).

Regulatory Background - Incentive compensation was not included in revenue requirements in
the prior two General Office rate filings. The most recent General Office rate case decision
(D.06-11-050) states that in reaching a settlement with DRA, CalAm agreed to remove incentive
compensation from its rate request.” In the 2003 Monterey rate case decision (which also
addressed General Office expenses), the Commission denied CalAm’s request for recovery of
forecasted incentive compensation, noting that the requested amounts were “only estimates,” and
that CalAm had paid substantially less incentive pay than it had budgeted in two of three
historical periods it cited."’

In its direct testimony, CalAm references the Commission’s 2003 finding that CalAm’s actual
incentive compensation payout was substantially less than had been budgeted. CalAm’s witness
Buls states that “under the present mechanism, the forecasted AIP payouts should much more
closely track actual payouts.”"! However, Overland found that in 2007 only 35 of approximately
700 NSC management employees received any incentive plan payments, and not all of these
employees received 100% of their potential payout.”? For the NSC, actual 2007 payments were
about 12% the amount budgeted for the NSC in 2008. For the LSC, 2007 actual incentive plan
payments were approximately 63% of the 2008 budget, and for Cal Corp 2007 actual payments
were approximately 56% of the 2008 budgeted amount.

Background on AW’s Annual Incentive Plan - We requested AW’s Annual Incentive Plan (AIP)
documents in data requests OC-16 and OC-182. CalAm sent us 2007 (and later 2008) plan
documents applicable to lower and middle management employees (those from salary bands 14
through band 5). These employees are eligible for incentive pay of between 5% and 20% of
their base salaries. Business unit budgets provided in response to OC-91 show that 2008
budgeted incentive compensation also includes compensation for employees in salary bands
ML4, 3 and 2 (Vice President and above). These employees are eligible for incentive
compensation of up to 50% of their base salaries. CalAm did not provide AIP documents
applicable to these higher-level employees. Because the documents were not provided, Overland
did not evaluate the basis for incentive compensation for these employees.

Based on the AIP document provided for lower and middie-management employees, incentive
compensation for employees in salary bands 14 through S is based on up to four performance
components, including separate regional and corporate financial performance, operational

? Decision 06-11-050, p.30.
" Decision 03-02-030, General Office - Salaries, p.24.
"' Direct testimony of Christopher Buls, p.26.

"2 Response to data request OC-194, attachment OC-194 xIs.
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performance (measured in terms of customer satisfaction, service quality, environmental and
health and safety factors), and individual employee performance.

Test year budgeted incentive plan payments for the financial performance components are based
on achieving 100% of an operating income target, but no incentive compensation based on any
component can be paid unless Corporate Operating Income is at least 75% of the corporate
targeted amount.”® With respect to financial performance for 2008, in the first quarter AW was
required to write off more than $700 million in goodwill and recognize an associated impairment
loss. As a result, AW recorded a net loss of $687 million for the first half of 2008, compared
with net income of $52 million for the six months ending June, 2007."* In addition, concern over
cash flow improvement caused Standard & Poor’s to downgrade AW’s bonds to BBB+ from A-
in June, 2008.7

With AW’s large impairment loss, a net loss for the year is very likely. Although a goodwill
impairment loss does not necessarily affect the incentive plan’s Corporate Operating Income
target, it is hard to imagine AW awarding the significantly higher incentive compensation for
2008 {compared with 2007) if it records a net loss for the year. Although an impairment loss
does not necessarily affect the incentive plan’s income target, operating cash flow can. The S&P
downgrade, which is based on concern about cash flow growth, does not augur well for operating
income. Given that a 75%-of-targeted income threshold must be achieved before incentive
compensation can be awarded, it is not clear whether any incentive compensation can be
awarded for 2008. We believe it is also an open question whether significant incentive
compensation will be paid in 2009.

With respect to the individual performance component of the incentive plan applicable to lower
and middle management employees, AW’s budget assumption appears to be that every incentive
plan-eligible employee will be rated as having performed at a level that qualifies for the
maximum payment attributable to the individual, a result we believe is unlikely. If it were to
occur, it would render meaningless any “incentive” linking compensation and performance.

Overland’s Recommended Incentive Compensation Expense - As discussed above, we believe it
Is possible, if not probable, that AW will not meet the minimum Corporate Income threshold
necessary to award the first dollar under its the 2008 lower and middle management incentive
compensation plan. Nevertheless, Overland conservatively recommends providing test year
ratepayer funding based on actual 2007 incentive awards made to lower and middle management
employees (for which AIP documents were provided), plus inflation based on AW’s budgeted
salary increases. 2007 payments under the incentive plan were significantly below what AW
budgeted in 2008. For example, as noted above, 2007 incentive compensation was awarded to
only 35 NSC employees in the business units allocated to CalAm, whereas the 2008 NSC budget

! Response to OC-182, 2008 Annual Incentive Plan, Salary Bands 14-5, p.5.

" American Water Works 10Q, 3 months ending June 30, 2008, as summarized by MarketWatch
(www.marketwatch.com/news/story/ 1 0-q-american-water-works-company).

'3 Reuters, June 19, 2008, Standard and Poors Ratings Services news release.
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reflects incentive compensation for more than 700 NSC employees. Overland’s recommended
General Office incentive compensation is summarized below.

Ta ¢23
Cafo aA e a ae
CaA eeaOff eRe e eRe e e
. Off e E

2007 Actual Incentive Pay -
Employees in Management

Salary Bands 5-14 275862 | 275862 | 3851211 3851211 2578101 257810 918,793 918,793
2|Labor Inflation 1.04 1.04 1.04 1.08 1.4 1.08
312008 Recommended Incentive

Pay Based on 2007 Actual

Incentive Pay - Adjusted for

Salary Inflation 286,896 | 286,896 | 400526 415931 268,122 2784351 955545 981,262
41Subtract NSC Incentive Pay .

Attributable to CSC (1) 22,227 22,227

5{Test-Year Recommended GO
incentive Comp Based on 2007
Actual Incentive Comp
Payments 264,669 | 264,669 | 400,526 | 415931 | 268,122 | 278435 933318 959,035
(1) It is not necessary to provide incentive pay for the CSC because Overland is recommending 2008 budgeted CSC expense be
replaced with 2003 actual CSC expense adjusted for inflation.

After allocation to CalAm, using CalAm’s recommended allocation factors, Overland’s
recommended ratepayer-funded General Office incentive compensation is $252,625 in 2008 and
$261,156 in 2009.'®

3.Re o e e eeo e E e e-CalAm’scurent General Office rates do not
include business development expenses. CalAm’s regulated customer base has been stagnant -
since at least 2003. Overland recommends no ratepayer funding of expenses allocated from NSC
and LSC business development functions. The adjustment to remove business development
expense reduces General Office expense allocated to CalAm by $371,469 in 2008 and $383,185
in 2009, calculated using CalAm-requested allocation factors.

NSC - The Corporate business development fanction is included in a business unit within the
“NSC Functions” rate filing category. It took approximately three months of discovery effort to
uncover that Corporate Business Development was allocated to CalAm as part of “NSC
Functions” rate filing category. Once we became aware of its existence, we asked CalAm to

1 For 2008: NSC, $15,395; LSC, $112,271; Cal Corp $124,959. For 2009: NSC, $15,395; LSC, $116,308;
Cal Corp, $129,453
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describe corporate business development projects benefiting CalAm’s regulated operations.
CalAm responded:'’

Therole of the Corporate Business Development function is to provide coordination,
tools, training and support the Business Development (BD) teams in the local
operations . . . In many of these activities, there is no project number or specific state
/location to charge and time 1s charged accordingly. In recognition of the fact that
a significant proportion of the activities are non-regulated, 2008 budgeted charges
for this function are allocated to regulated subsidiaries in a much lower proportion
that other corporate functions.

We found that a “much lower proportion™ allocated to regulated companies is still a majority of
the total cost (56.43%)."®

There is no evidence that the NSC’s corporate Business Development unit has added or will add
customers or revenue to CalAm’s regulated operations. Overland therefore recommends
excluding the expense from allocation to CalAm for purposes of rate-recovery. Removing
business development reduces expense allocated to CalAm by $30,439 in 2008 and the 2009 test
year, using CalAm’s requested allocation factors.

LSC - CalAm proposes to recover L.SC business development expense by suggesting that current
ratepayers benefit from the customers added by business development efforts, which permits
CalAm to spread its overhead over a larger group of customers. This might be justified if the
benefits of adding new regulated customers exceed the costs, but in this case, they do not.
CalAm proposes incurring $352,746 of additional annual 1.SC Business Development costs at
the same time it projects to add only 3,400 customers to its customer base over a two-year
period. Even ignoring the fact that some of the customer increase, if it occurs, will result from
internal growth, CalAm’s proposal effectively increases the LSC’s expense allocation per
CalAm customer by nearly 9% ($20.44 vs. $18.78 annually — see Chapter 5 for more details).
Coupled with the fact that a portion of the “regulated” business being generated by this LSC
group 1s being categorized as coming from “regulated O&M” projects (the revenues from which
are primarily attributed below-the-line, to non-regulated business), Overland believes that
ratepayer funding of LSC business development should not be permitted. Our adjustment to
remove business development expense allocable to CalAm reduces total LSC expense by
$1,953,711 and $2,020,833 in 2008 and 2009, respectively. The adjustment reduces LSC
business development expense allocated to CalAm by $341,030 in 2008 and $352,746 in the
20009 test year, using CalAm’s requested allocation factors.

4. R NSC C C E - - Utlity regulators, including the
California Public Utilities Commission, have traditionally prohibited utilities from charging
ratepayers for their charitable contributions. Perhaps the most obvious reason for recording

7 Response to OC-141.

¥ Response to OC-91 (NSC budget data), 032020 CorpBusDev_2008-2012.xls, “Rates™ sheet.
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charitable contributions below-the-line (in expense accounts other than those recovered from
ratepayers) is that if the expense is charged to ratepayers, it is the ratepayer, not the utility, that
makes the donation. To the extent a utility selects a charity and chooses to make a donation,
either in the form of cash or donated labor, the utility (through its shareholders) should actually
pay it. Ratepayers should be free to select their own charities and make their own donations;
they should not be compelled to make donations on behalf of a utility.

Our adjustment removes $240,500 charged to account 575140 - Charitable Contributions
Expense from budgeted NSC expense allocable to CalAm regulated ratepayers. In addition, we
recommend removing $195,670 from several accounts (Other Employee Welfare, Contract
Services and others) budgeted for NSC business unit 32087 - Corporate Social Responsibility.
After the impact of locational overheads is factored into the amounts removed, our adjustment
reduces NSC budgeted non-labor expense by $420,021. Using CalAm’s requested allocation
factor, the adjustment reduces expense recoverable from CalAm’s ratepayers by $20,623 in 2008
and the 2009 test year. '

. R P E - In the 2004 General Office rate
case, the Commission disallowed expense associated with a Government Affairs Director when
it became clear that the position included legislative influence responsibilities.”’ It is Overland’s
experience that regulators in general, and the California Public Utilities Commission in
particular, prohibit utilities from charging ratepayers for expenses incurred to influence
politicians or legislation. Overland identified legislative influence expenses in the NSC and Cal
Corp budgets. We recommend removing all such expenses from ratepayer-funded GO expense.
Our recommended adjustment reduces expense allocated to CalAm by $211,004 in 2008 and by
$218,213 in the 2009 test year.

NSC - In data request OC-21 we requested the job descriptions for all NSC positions. One of the
Jjob descriptions omitted from the response was the NSC Director of Government A ffairs. We
re-requested this job description in OC-192. In this request we also asked for a description of
consulting expenses budgeted for the NSC’s Government Affairs business unit (part of the “NSC
Functions” rate filing category). It is clear from the response that both the Director’s
responsibilities and the consulting efforts involve legislative influence. For example, the job
‘description includes the following:

Federal level - Provide a strategy that will bring American Water to the table with
federal lawmakers.

The description of the budgeted consulting expense indicates that the consultant’s
responsibilities include working as an extension of the External Affairs department to develop
and implement a successful legislative strategy.

" Decision 0302030. General Office - Salaries, pp. 21-22.
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Overland recommends removing the expense budgeted for business unit 32022 - NSC
Government Affairs, from expense recoverable from ratepayers. This adjustment reduces
allocable NSC expense by $459,562 in 2008 and the 2009 test year. Using CalAm’s requested
allocation factor, our recommended adjustment reduces NSC expense allocated to CalAm by
$22,564 in 2008 and 2009.

Cal Corp - While not always referred to in a consistent manner from data response to data
response, Cal Corp employed an individual in May 2008 that was responsible for governmental
affairs. This position reported to the regional president.”” The only Cal Corp job description
provided that remotely matches this position is the Director of Governmental Affairs. As
described in this position’s job responsibilities, this employee was to “influence proposed
legislation”, develop working relationships with legislators, and coordinate personal contacts
with elected and appointed officials among other duties.”’ These are the same responsibilities of
a position specifically reviewed and disallowed by the Commission in a previous case. Overland
recommends the same rate treatment in this application. Overland’s recommended adjustment
reduces Cal Corp expense charged to CalAm by $188,440 in 2008 and $195,648 in the 2009 test
year for labor expense associated with the Director of Governmental Affairs. No adjustment to
LSC expense is necessary.

6. Re oelU o e “NSC o "E e e- Overland recommends removing
expenses in the“NSC Functions™ rate filing category that do not meet regulatory standards
required for ratepayer recovery. Qur recommended adjustment includes the three separate
components. In total, it reduces expense allocated to CalAm by $545,959 in 2008 and $82,520
i the 2009 test year.

. 2008 “NSC Functions” Expense Not Supported by the 2008 NSC Budget - Supporting
NSC budget data provided in OC-91 includes amounts for the business units CalAm
disclosed as belonging to the “NSC Functions” rate filing category that, when allocated
to Califormia using CalAm’s proposed factors, total $1,026,220. For 2008, CalAm
included $463,439 in additional NSC Functions expense in the rate filing (CalAm, post-
allocation), for a total “NSC Functions” expense of $1,489,659.2 The additional amount
1s unsupported. It may have been added to 2008 to show a declining amount of NSC-
allocated expense between 2008 and the 2009 test year. This component of our
adjustment reduces CalAm-allocated NSC expense by $463,439 in 2008 only.

. 31 miilion Risk Reserve - The “Non-Departmental” business unit includes a §1 million
expense described in the budget as “risk reserve for EW.”* In response to our data

¥ Responses to OC-2 and OC-92.
¥ Response to OC-21.

* See, for example, Exhibit B, Chapter 4, Section 1, Table I in CalAm’s original (January 30, 2008) or
updated (May 9, 2008) General Rate Case Application, A.08-01-024.

B “EW™ are the Chief Financial Officer’s initials, who authorized the budgeted reserve.
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request on the subject, it was described as a contingent expense included because “it is
impossible to identify every event that could occur.””* The data response further
indicates that such expenses might be incurred in California after an earthquake.
Overland recommends removing this speculative, contingent expense from NSC expense
charged to CalAm ratepayers. In addition, it is Overland’s understanding that such a risk
reserve is unnecessary because the California Public Utility Code permits utilities to set
up a memorandum account to capture the costs associated with a catastrophic event.
Using CalAm’s requested allocation factor, this adjustment component reduces CalAm
expense by $57.100 in 2008 and 2009.

. Labor Expense for a “Non-Departmental” External Affairs Director - Included in the
“Non-Departmental” business unit is the labor expense for an employee listed as
“Director External Affairs”. We asked CalAm to explain what this employee’s
responsibilities were, why the employee was not included in one of the External Affairs
business units, why an External Affairs Director’s position paid a salary higher than the
Senior Vice President of External Affairs and whether the responsibilities of the position
included lobbying government officials.”®> AW declined to provide the information.
Overland recommends that this unsupported, and likely unrecoverable, expense be
removed from NSC expense charged to CalAm ratepayers. Using CalAm’s requested
allocation factor, this component of our recommended adjustment reduces CalAm’s
requested test year expense by $25,420.

.Co e NSC o eTa E e ea ee o e - Among the items in the “Non-
Departmental” business unit budget are interest income and income tax expense. Based on
updated budget estimates provided by CalAm, Overland recommends adjustments to income tax
and interest income that increase total NSC expense by $668,910, and increase CalAm’s ;
ratepayer-funded expense by $38,195, using CalAm-requested allocation factors. The .
adjustment amounts apply to 2008 and the 2009 test year.

. Interest Income - The 2008 NSC budget includes $2.4 million in interest income
associated with NSC bank balances. In response to a data request, AW stated that
interest income was over-estimated when budgeted in 2007. AW estimated that based on
the first half of the year, interest income for 2008 will be about §1 million, rather than
$2.4 million.?® Overland recommends accepting AW’s updated, lower estimate of
interest income. This requires an adjustment reducing NSC-budgeted interest income by
$1,427,200 (from $2,443,000 to $1,016,000). Because it an income item within the NSC
expense budget, the adjustment increases CalAm’s ratepayer funded expense by $81,493
in 2008 and 2009, using CalAm’s recommended allocation factor.

* Response to OC-162.
3 0C-163.

% Response to OC-191.
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. Income Tax Expense - AW stated that $879,828 in income tax expense (pre-allocation)
included in the “Non-Departmental” business unit is associated with expense that is not
deductible for tax purposes, primarily non-deductible business meals.”” There is not
nearly enough non-deductible meal expense budgeted in 2008 in the business units
allocable to CalAm to account for the income tax expense. AW offered a new, lower
calculation of income tax based primarily on $546,000 in non-deductible meals and
$12,000 in non-deductible dues. The actual amount budgeted in 2008 for non-deductible
meals is $334,275. Overland recommends income tax expense on non-deductible
employee meals be limited to the amount budgeted for the NSC business units that .
CalAm is requesting to recover from California ratepayers. Before allocation, the revised
calculation of income tax expense is $121,537. This component of our recommended
adjustment reduces AW’s 2008 budgeted NSC tax expense by $758,291. Using CalAm’s
recommended allocation factor, this adjustment component reduces CalAm expense by
$43,298 in 2008 and in 2009.

8. Re 0 eNSCSae a Ma e gE e e-Overland recommends that corporate
Marketing and Sales expenses involving promotion of the corporate brand be removed from
NSC expenses recovered from CalAm’s ratepayers. Sales and Marketing business unit 32068
includes a Marketing Director, a Brand Manager, a Manager of Advertising and Trade Events
and a Communications Specialist. The responsibilities of the Brand Manager include “leading
the development and rollout of American Water’s new visual style and new brand policy and
standards.” The responsibilities of the Trade Events and Advertising Manager include “lead[ing]
initiatives that promote brand American Water or any of its products & services.” We did not
receive a requested job description for the Marketing Director.

Regulators do not typically permit utilities to charge captive utility customers for advertising or
marketing unless the efforts are aimed at educating the customer about safety issues or service
usage. NSC Marketing and Sales positions focused on brand management and brand promotion
are far removed from the objective of educating CalAm customers about safety or service usage.
Qur recommended adjustment removes $1,467,534 from NSC total expense. Using CalAm’s
requested allocation factors, this adjustment reduces CalAm expense by $72,056 in 2009.

C o e Se eCe e CSCE e e 02003E e eP fa o -CalAm
requests that it be permitted to recover from ratepayers nearly 70 percent more for customer
service in the test year than it incurred in 2003.”® Overland recommends limiting CalAm’s CSC
expense to $1,971,507 based on the per-customer expense incurred in 2003, adjusted upward by
for inflation.”” CSC expense comprises about one-third of the total NSC expense requested by

T 1d.

*® General Office Rate Filing Exhibit'B, Chapter 4, Section 1, Table 1, Service Company - Call Center,
$2,802,618 in 2009, 69.5% higher than $1,653,390 in 2003. 2,802,618 / 171,444 (0C-90) = $16.347.

* Inflation is based on the change in the Consumer Price Index between May, 2003 and May, 2008 (U.S.
BLS., 125.6 / 107.6 = 1.1673; Dec. 1999 base=100, Chained, U.S. City Avg.). $1,653,390 (Ex.B, Ch.4, Sec.1,TbL1)
/167,834 (Ex.B, Ch.6, Sec.1, Tbl.3) = $9.8513 x 1.1673 x 171,444 (OC-90) = §1,971,507.
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CalAm, and about one-sixth of requested General Office expense. CalAm requests to recover
test year expense of $16.24 per customer for the CSC (based on CalAm’s proposed test year
customers), up from just $9.85 in 2003, the year before national-scope call centers were fully
deployed. The requested increase far exceeds consumer price inflation during this period, which
results in expense per customer of $11.50.° As discussed more fully in Chapter 4, CalAm’s
transition from a local customer call center in Chula Vista to the allocated expense of national
call centers in Alton, IL and Pensacola, FL has produced dis-economies for CalAm. One factor
contributing to a significantly higher expense for CalAm may be AW’s provision of call center
services to non-regulated customers.

In light of the significant, unexplained increases in CSC expense per customer, Overland
recommends that CalAm be prohibited from passing along apparent dis-economics associated
with the implementation of the Alton and Pensacola centers, some of which may be atiributable to
non-regulated activities. Our adjustment reduces CalAm’s requested level of CSC expense by
$831,111, from $2,802,618 to $1,971,507 in 2009.

10. Re 0 eU ee a Pa o Ree e-Overland recommends an adjustment to remove a
CalAm-allocated LSC payroll reserve for “bonus or promotional increase[s].” 2009 LSC expense
allocated to CalAm already includes pay and benefit increases ranging from 3 to 5%, as well as
incentive compensation. Layered on top of the salary increases and incentive compensation,
CalAm proposes to include a “catch-all” reserve for unexpected raises, promotions, and
unanticipated, market-driven increases to fill vacant positions. No apparent consideration is
given to mitigating circumstances such as the possibility of filling position vacancies with
employees who have less seniority than those being replaced, the potential softening of future job
markets, or the ability of management to control future pay increases. Overland does not believe
that the additional payroll reserve is warranted and proposes that it be excluded from CalAm’s
allocated GO costs. Our recommended adjustment reduces CalAm-allocated expense by $30,050
m 2008 and $30,801 in 2009, using CalAm-requested allocation factors.

11. Co e O o ofOea gR ea e Saa e -CalAminadvertently
excluded the base salaries of two employees from the L.SC Operating Risk Department
projections in 2009. These same employees’ base salaries were included in the 2008 projections.
Total labor expense omitted was $154,092 for the LSC, of which $83,036 distributes to CalAm
using CalAm-requested factors. Overland recommends an adjustment to correct this error by
adding back the expense. This adjustment increases CalAm expense by $83,036 in 2009.

12.Re e eA oa o a ofRe a g SCE oee a Cafo aQ -
Overland recommends that 12 of 17 employees reclassified in 2006 and 2007 from the LSC
organization to the Cal Corp organization be allocated to the states served by the LSC as they
were before they we re-branded as Cal Corp employees. In 2006 and 2007 AW moved 17
regionally-allocated LSC employees to the California-specific Cal Corp. Under the auspices of
creating a “strong state organizational structure”, these employees, who were once allocated to as

¥$9.8513x 1.1673
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many as five different regulated jurisdictions, are 100 percent atiributable to CalAm for purposes
of CalAm’s project test year expense request. Although they have new locations on AW
organization charts and new California-only cost attributions, 16 of the employees have continued
to work in the same city, most with the same or similar job titles as they did when they were
considered part of the LSC.

The re-branding of LSC employees as Cal Corp poses a potential for the manipulation of cost
allocations. For example, an employee deemed to be part of Cal Corp in this rate application can
be transferred back to the LSC or to another jurisdiction soon afterwards and be claimed as a
partially- or wholly-dedicated employee of the transferred-to jurisdiction in a different rate case.
We attempted to obtain information concerning rate cases in the other states served by AW’s
Western Region LSC and did not receive a meaningful response.’

We also found that the increase in Cal Corp costs associated with the re-branding was not offset
by any meaningful decrease in CalAm-allocated costs from the LSC (as one would expect if the
services being provided had actually been transferred).

Taking into consideration subsequent employee reclassifications and a few cases in which
employees had obvious new job responsibilities, Overland recommends that 12 of the 17
reclassified employees be allocated across LSC cost objectives as they were before the re-
branding to Cal Corp occurred. For purposes of this calculation, Overland used the allocations
from the calendar year most representative of the date the employee “shift” took place.** Our
recommended reallocation reduces CalAm expense by $321,011 in 2008 and $334,197 in 2009.

13. Re_o eCa Co a0 Seaae Re e e RaeCaeE e e-Initsrequest,
CalAm has included a portion of the labor costs of four Cal Corp employees in both its allocated
operating expenses and deferred rate case expenses.

For 2009 test year purposes, labor for each employee of Cal Corp was assigned by management to
either 1) operating expense or 2) capital expenditures and/or rate case expense through the use of
allocation factors. In total, these allocation factors summed to 100 percent. Based on a review of
deferred rate case expense support, Overland discovered that some employees had more time
allocated to rate case expense than management had allowed for in its allocation factors. Asa
result, more than 100 percent of these particular salaried employees’ labor costs were effectively
requested for recovery from ratepayers.

3! States served by the Western Region LSC, in addition to California, include Arizona, Texas, New Mexico
and Hawaii. Operations in New Mexico, Texas and Hawaii are relatively small in comparison to California and
Arizona.

32 1f the reclassification occurred near the end of a calendar year, we used the LSC allocation factors for that
vear. Ifthe reclassification occurred near the beginning of a calendar year, we used the LSC allocation factors for
the year prior to the move.
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Taking into consideration previous proposed adjustments that affect the recommended allocations
of two of the four employees, Overland proposes to adjust the remaining two employees’ labor
costs so that no more than 100 percent of their cumulative time is included in any area of the rate
application. The impact of this adjustment is a reduction of $33,236 and $34,664 to CalAm-
allocated operating expense in 2008 and 2009, respectively.

14. Co e _ A oa o oCaA -Wereviewed the distribution of NSC and LSC expenses to
CalAm. As discussed below, Overland recommends adjustments to CalAm’s test year-requested
NSC and LSC allocation factors for CalAm. Our adjustments reduce CalAm’s NSC-allocated
expense by $716,334 in 2008 and 2009 and reduce LSC-allocated expense by $48,823 in 2008
and $51,000 in 2009. In total, CalAm expense is reduced by $765,157 in 2008 and by $767,334
in the 2009 test year. ‘

NSC Allocations to CalAm - The NSC serves both the regulated and non-regulated segments of
American Water. Within the regulated segment AW allocates costs among 20 regulated state-
based water companies. AW has two levels of allocation. “Tier 17 factors distribute expense
between the regulated and non-regulated segments based on various measures of relative segment
size, including revenues, expenses and employees. Tier 2 allocations distribute regulated
segments costs (after Tier I allocation) among the 20 regulated water companies. Tier 2
allocations are based on customers.*

3* Customers are used only for Tier 2 allocation. They are not used to allocate between the regulated and
non-regulated segments. For example, in the regulated water companies a customer is a residential or commercial
user of water service. On the non-regulated side, AW may have an operating agreement with a city to perform
services for the city’s water users. The “customer” in this case is the city, not the residents and businesses that use
the city’s water service.
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Ta e24
CaA Pe e age of NSCRae gCaego A oao 2
A e a ae Reg ae C o e

Belleville Lab 5.41% 5.42% 5.40% 4.56%

Customer Service Center (1) 5.28% 5.41% 5.42% 4.56%
Finance 4.67% 5.03% 5.16% 4.56%
HR 4.12% 4.37% 4.70% 4.70%
IT 4.92% 5.22% 5.42% 4.56%
NSC Functions (2) 5.93% 5.33% 5.02% 4.56%
Operations / Network 4.34% 4.89% 5.05% 4.56%
Procurement 521% 6.89% 6.48% 6.48%
Shared Services 5.62% 6.45% 6.12% 4.56%
Weighted Avg Allocation 5.38% 5.43% 5.41% 4.59%

Regulated Customers

(1) Included for caleulation of weighted average only. Our recommendation for the CSC negates
the use of an allocation factor. (2) The common cost pool used for the NSC Functions calculation
excludes Northeast, charged to CalAm.

Sources: Allocation Percentages calculated from analysis of OC-52. Custowers are from OC-85.

As shown Table 2-4, even with an ostensible allocation to the non-regulated segment, CalAm’s
test year composite allocation of common NSC expenses (5.41%), is greater than its 2007 year-
end share of regulated customers {5.18%). We asked CalAm to support its proposed test year
NSC allocation factors. These are shown in the “Test Year per CalAm” column above. CalAm
responded:*

Regarding 2008 and 2009 information, there is no “common” cost aliocation, as the
data for these periods are forecast. The distribution of costs by function is developed
based on prior period overall cost assignment experience.

Overland interprets this to mean that there is no calculation support for the test year factors used
to distribute NSC costs to CalAm’s rate filing. CalAm states that the “distribution of costs” is
“based on prior period overall cost assignment experience”; yet, while CalAm’s share of
regulated customers is lower at December 31, 2007 that at the end of 2006, its 2008 share of
budgeted NSC expense, based on “prior period overall cost assignment experience,” is higher
than in 2007 and alseo higher than its share of total regulated customers (even after an ostensible
allocation to the non-regulated segment). Our own analysis of historical NSC allocations showed
that a significant portion of the NSC’s expense was assigned to cost pools that were allocated
only to the regulated water companies.

* Response to OC-51.
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As discussed in Chapter 4, we found that the CSC serves non-regulated customers, but that no
CSC expenses are allocated to these non-regulated customers or to the non-regulated business
segment. Specifically, we determined that for some time the CSC has provided operating services
to municipal water systems for the Township of Edison, NJ and for the City of Elizabeth, NJ
(Liberty Water) without allocating any CSC expense to these non-regulated customers. AW
acknowledged that it should be aliocating expense for “comparable” CSC services to non-
regulated customers.”

Months after we submitted our data request, AW supplemented its response concerning CSC
expense allocations with a list of an additional 104 municipal customers from which AW
currently collects $5.7 million for billing services.*® As with the non-regulated Edison and
Liberty contracts, CSC expenses are also not allocated to the 104 municipal customers receiving
CSC billing services. In the case of the customers receiving billing services, it appears that AW
believes allocations should not be made because the services are not “comparable” to those
provided to the regulated segment. Overland notes that AW’s opinion and its procedure are
inconsistent with fully distributed cost allocation principles required by most regulators.

Calculation of Overland’s Recommended NSC Allocation Factors - Overland’s recommended
allocation of NSC expense to CalAm is simple. For each appropriate rate filing category, NSC
expense should be allocated using the following “Tier 17 and “Tier 2” factors:

. Tier 1 NSC Expense Allocation - All NSC expense should be subjected to a reasonable
allocation between the regulated and non-regulated segments. This should be based on
revenue and expense, measures to which each segment contributes in amounts comparable
to the size of its operations.”” Although AW declined to provided requested non-regulated
financial data, AW’s 2008 public equity offering required AW to file GAAP-based
segment information. From this, we were able to obtain recent regulated and non-
regulated revenues and expenses. Overland’s recommended regulated non-regulated
calculation is summarized in the table below.

** Response to OC-73-C.
¢ Response to OC-210 and attachment.

3 AW uses relative customers to allocate NSC expense among the regulated water companies. This works
because customers are comparable within the regulated segment; that is, customers in each regulated water company
consist of thousands of residential and commercial water users. Since Tier 1 and Tier 2 allocations are components
of the same cost distribution process, the allocation basis should be consistent to the extent possible (in other words,
if customers is the accepted basis, it would ideally be used for both regulated and non-regulated companies, reducing
the process to one tier). Unfortunately, AW’s regulated and non-regulated customers are not comparable and do not
properly reflect the relative size of segment operations. As noted, regulated “customers” consist of millions of
residential and comumercial water users. On the non-regulated side, “customers™ consist of {a few hundred?) water
system owners and operators, on average producing a significantly greater amount of revenue than the average
regulated customer. The result of combining these two would be a customer ratio not reflective of relative segment
size, and therefore not reasonable for use as an “unattributable™ allocator (“unattributable” is what all of AW’s size-
based allocators are).
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Regulated $ 1,987,565 89.12%| $ 1,490,794 86.86% 87.99%
Non-Regulated 242,678 10.88% 225,600 13.14% 12.01%
T 30 43 100.60 1 163 4 100.00 100.00

Source: American Water Form 424B3, Filed 5/12/2008, Segiment Information, pp. F35 & F36
Amounts are from Year Ended December 31, 2007

. Tier 2 NSC Expense Allocation - AW allocates the NSC’s regulated segment expense
among its regulated water companies based on customers. Although customers is a
relatively blunt method for allocating all regulated NSC expense, Overland did not have
the resources or the time to conduct a detailed review of or redesign the process.

Although we concur with AW’s use of customers, we note that the test year factors should
be based on the most recently available, accurate customer counts. Using year-end 2007
counts, CalAm’s customers are 5.18% of total regulated customers.

Overland’s recommended test year allocation to CalAm, applicable to most of the NSC rate filing
categories, is 4.56%, as summarized below.

O R A C NSC M E

1. Regulated Share 87.99%|Regulated average pet. of combined segment revenue & expense
2. California Jurisdictional Share 5.18%|CalAm percent of of total regulated customers
3. CalAm Regulated Allocation 4.56%|Line { x Line 2

Source: American Water Form 424B3, Filed 5/12/2008, pp. F35 & F36
Amounts are from Year Ended December 31, 2007

We recommend a 4.56% allocation for 7 of 9 NSC rate filing categories (6 if the Customer
Service Center is limited, as recommended, to 2003 CalAm expense plus inflation). As indicated
in Table 2-4 above, we concur with AW’s proposed CalAm allocations in the Human Resources
function (4.70%) and the Procurement category (6.48%). The allocator for Human Resources is
reasonably close to the overall NSC allocator we found to be reasonable (4.56%). Procurement is
a unique category. Because a majority of AW’s non-regulated operations do not involve the
construction of AW-owned plant, we concur with AW’s assessment that the Procurement function
‘primarily serves the regulated segment. In recognition of the possibility that construction levels
are somewhat higher in California than in other states, and due to the lack of time or resources to
perform a detailed analysis, Overland has chosen not to contest the fact that CalAm’s proposed
test year Procurement factor (6.48%) is 25% higher than CalAm’s share of regulated customer
(5.18%).

Combining reasonable allocations for each NSC rate filing category results in Overland’s
recommended weighted average (overall) allocation of 4.59% of common NSC to CalAm, as
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shown in Table 2-4. The change in allocation factors reduces NSC expense allocated to CalAm by
$716,334 in 2008 and 2009.

LSC Allocations to CalAm - Underlying the total charges from the LSC to CalAm are
jurisdictional labor cost allocations of 23 employees that are entirely based on projected customer
count data. Overland believes actual year-end 2007 customers counts are a more objective basis
for the allocation. The adjustment associated with this allocation factor change reduces CalAm
ex by $48,823 and $51,000 in 2008 and 2009, respectively. In addition, allocations of non-labor
expenses were also affected by the synchromzation of labor costs to May 31, 2008 employee
levels. The impact of this change is included in adjustment to calculate labor expense based on
end-of-May, 2008 employee levels.
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Attachment 2-1
General Office Operations and Maintenance Expenses
As Filed By CalAm, Sunmary of Overland-R ded Adjt its, As Adjusted by Overiand
2008 and 2009 Per CalAm, Overland-Recommended Adjustments, and As Recommended by Overland
6 Remove 13. Remove
1. Annualize 2. Reduce Unsupported 12, Reverse | CalCorp Labor
Labor Expense Incentive 3. Remove S$. Remove “Nen- 7 Corect"Non | 8. Remove S Limit C8C | 10. Remove 11. Camrget | Allocation Effect|  Separately 14. Cortect
2008 Based an May 31,] Compensation Busmnass 4, Remove Legslat O 3 P " Sales and Expensete | Unnecessary | Ommission of | of Re-branding | Requesled as NSC R LSC
As Fileg 2008 Actual Staft | to 2007 Actual| Development Corporate inMluence “NSC Functicns” | interest income Markeling 2001 Plus Payralt Oper Risk Cept| LSC Employees Rate Case Allocations to Tolal Adjusted
Rescrpton 2008 Levels Award Levels | Expense Contributians Cxpenge Expense and lncome Tax | Expense Infiatioh Reserve Salares as Cal-Corg Fixpense. CakAm Adwistments | 2008 Totils
Service Company - Belleville Laboratory 302.875 (24,655} (6,162); - - - - . - - - " (a2,320) (73.137 229.738
Service Company - Call Center 2,802,618 - - - - - - {831,171 - - - - (831,111) 1.871.507
Service Company - Finance 581.351 (23.198)] {44,078) . - - - - - . - . {59.776) 127.050) 484,301
Service Company - Human Resouices 296,649 (28,306} {18,204} - . - - B . - . - - . (47,509} 249,140
Bervice Company - (aformation Technology 1,786,495 (53.939) {93.007 - - . - - . - - . - - (260,150} (407,0961 1,379,399
Service Company ~ “NSC Fungtions” 1,489,659 138,976 {35.758) 30,439y {20.623) (22,564} {545,959} 38,185 172,058} - - - . (81,524, (630.790) 856,869
Service Company - Giperaiion / Network 267.594 (11.639} 150,729 - N - . - - - “ - (19,913} (82282} 186.312
Service Company - Shared Sepvices 1,141,013 (70.099) {58,540} - - - - . . - - - {252,651} (382,290} 758,723
Service Company - Procurement 152311 1,926 13,5200 - - - - - . - . - . - (17,594} 134,717
Subtotat National Seevice Company 8,820,555 (69 834} {328.033) (30,439;, {20,823) {22.584), {545.959), 38,185 (72,058) (831.11% - - . - (716.334))  (2.598,059) 6.221,708
L.ncal Service Company 3,471,949 26,343 {121,158} (341,030): - . - . . - {30,050} - . (48,823) (514,721 2,857,228
Cablornia Aw GO Function (Cat Corp) 4,768.058 {294,998 {139.956} - - {188,440) - - - - - - {421,011} {33.236) - (977.851} 3.790,407
TOTAL 17,060,572 {338,591)] {589,158} {371.469)] (20,623) (211,004} {545,959} 36,195 {72.056} {831,111) {30.050){ - {321.011) {33,236/ 765,157)]  {4.001,231) 12,969,341
b RKeémove
Annualize Labor | 2 Reduce Unsupported 12. Reverse
Exponse Based Incentive 3. Remove 8, Remove “Non- 7. Comect"Non | 8. Remove 9. Lmt CSC | 10. Remove 11. Correct | Allocation Efect|{ Correat Labor 14, Correcl
2009 an May 31. 2008 | Compansation|  Business 4. Remove 1 i [} r&| D “ 1 Sales and Expenseto | Unnecessary | Cmmission of | of Ra-branding Costs NSC & LSC
As Filed Actua Stott |10 2007 Actuat} Development Carporale Inlluence  |"NSC Functions”| inlerest Income | Matketing 2003 Plus Payrall QOper Risk Depl| LSC Employ More ions to Total Adjusled
Dascnpion 2009 Levels Award Levels Expense T i Expense Expenge and Income Tax Expense inflation Reserve Salaries as Cal-Corp Than Once Cal-Am Adjustments | 2009 Totals
Querating Expensas - Doflags
National Service Company
Senvice Company - Belleville Laporatory 302.875 {24.655)| 16,162} - . - - . . . - {42,320} {73,137} 229,738
Service Company - Call Center 2.802,618 . - - - - - - . 821,111 - . . - . {831,311} 1.971.507
Service Company - Finance 581.351 {23.198)] (44 076} - - - - . . - - (59.776) {127,050} 454,301
Service Company ~ Murnan Resources 296,648 {28.308) 19,2043 . - - - . . - . . . . 147.508) 249,140
Sepvice Company - Information Technology %,786,495 {53.939; 93,007} - - - - - . - - - . (260,150) (407,096} 1.379,399
Service Company - "NSC Functions™ 1.026.220 139.976 135,795} {30,439} (20,623) (22.564) {82.520) 38,195 t72,056) - N - - - (81,524) {167,361} 858,889
Service Company « Uperation ¢ Network 267 594 {11,639} (50.729} - - - - N - - - - (19,813} {82.282) 185,312
Service Company « Shared Setvices 1,141,013 {70,099} {59.540) - - - - - . . {252,651} {382,290} 758,723
Seevice Company » Procurement 152,311 1,926 {19,520 . . . . - . . - - - 117.594) 134,717
Subtotal National Service Compary 8,357,126 {69.934) {328,033} {30.439) {20.623) (22.564) (BZ2.920) 38185 {72,036} i831.911) N - - - (716,334)1  (2,135,420) 6,221,706
Local Service Company 3,546,988 1179 (126.515) {352.746) - - - - - . {30,801} 83.036 - - {51,009) {447 858) 3.099,132
Cantorniz AW GO Funglion {Cal Corp} 4,984,495 339,407) (144,998, . - {195.648) - - - - 1334.1897); (34,664) M {1,048 315! 3.905,580
TOTAL 18.859.609 1380,171) (598,546 (383,185) (20.623) {218,213} (82,520) 38,195 (72,056} (831,111} (30,801} 83,036 {334,107} (:4,55«)1 {767,334} (3,632.180)} 12,226,419
|

Rev Req & Adjusimi Summiary Tables & Altachments / Operaling Expense Ch2 At 2.1
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3. National Service Company Allocations to CalAm

\

American Water’s National Service Company Allocations to CalAm

Approximately half of CalAm’s General Office revenue requirement request consists of
allocations from the National Service Company (NSC). The basis for CalAm’s test year NSC
allocations is summarized below '

Ta e NSC1
A e a ae NaoaSe eCo a
CaA Te ea Re e e 008 gee NSCE e ea Aoao oCaA

N 0 i XK Ay ! A ASEeMIORRiON T SRCeniage
Belleville Lab $ 561070518 - |8 561070518 302877 5.40%
Customer Service Center 51,741,509 51765 51689744 2,802,618 5.42%
Finance 20,839,179 9,577,992 11,261,187 581348 5.16%
HR 6,457,758 142202 6,315,556 296,648 4.70%
IT 39.949,862 7.005.708 32.944,154 1,786,496 5.42%,
NSC Functions 22,524,749 2,101,012 20423,737 1026224 5.02%
Operations / Network 10405267 5105618 5303649 267,596 5.05%
Procurement 4495619 2,146,500 2349,119 152,312 6.48%
Shared Services 19,846,131 1,214,889 18,631 242 1,141,015 6.12%
Toa 1818 4 34 686 14 03 83 134 41
Source: CalAm Rate Filing {(CalAm Amounts); OC-91 (NSC Total Amounts)

Approximately one third of CalAm’s requested NSC revenue requirement is expense from the
Customer Service Center (CSC) rate filing category. Because of its size, and because of issues
unique to it, we discuss the CSC in a separate chapter. The other rate filing categories that
comprise the remaining two-thirds of CalAm’s NSC revenue requirement request are discussed
below.

NSC Expenses by Rate Filing Category

The NSC’s forecasted test year allocation to CalAm is based on the NSC’s 2008 budget plan.
The NSC budget plan is made up of the sum of the budgets of approximately 85 business units.?
For the rate filing CalAm classified these business units into nine categories. The rate filing
contains one line of cost information for each category, showing the historical and 2008 budget
year (test year) NSC management fee allocated to CalAm.

After requesting budget support for the NSC revenue requirement, Overland found that the
categories presented in the rate filing did not directly correspond with the organizational
categories built into AW’s budget and accounting system. We found that some rate filing

! Of the amounts in this NSC summary table, only the CalAm-aliocated amounts are shown in the rate
filing. It took approximately 3 months of discovery effort to obtain the amounts in the other columns in the table.

* Business units are the basic control {responsibility) areas in AW’s budgeting process.
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categories, such as the CSC, corresponded with an “Office” category in AW’s accounting
system. Others consisted of business units from various “offices” and “functions” (e.g. “NSC
Functions™), or an “office” subset of a particular “function” (e.g., Human Resources, which
includes business units in the Human Resources “function”, but only for the Corporate “office”).
None of this information is documented in the rate filing.

Understanding the relationship between the organizational categories in AW’s accounting
system; in particular, understanding which business units roll up to the amounts for each rate
filing category, is fundamental to reviewing the reasonableness of NSC expense charged to
CalAm. There is no information in the rate filing or the filing workpapers supporting the NSC
expense CalAm is requesting to recover from California ratepayers. In fact, accounting support
for test year NSC expenses charged to CalAm consists entirely of what is in this report, its
workpapers, and CalAm’s responses to Overland data requests. It required more than three
months and several rounds of discovery effort to obtain the underlying business unit budget
support for the amounts included in the NSC component of the GO revenue requirement and the
organizational information necessary to map the business units to their corresponding categories
in the rate filing. It was particularly difficult to obtain complete business unit budget detail for
the “NSC Functions” rate filing category.

A summary of CalAm’s requested level of NSC expense, before and after CalAm allocations, as
requested by CalAm, Overland’s recommended adjustments, and as recommended by Overland,

is shown in Attachment 3-1.

NSC Believille Lab

NSC Belleville Lab consists of a single business unit, physically located in lllinois. CalAm
requested to include the expense of 36 employees in California rates. As of May 31, 2008 it
consisted of 30 employees, including chemists, lab technicians, analysts and clerical employees
performing water quality testing and assurance. Belleville Lab staffing is summarized below.

Ta ¢ A 1
A ae Na o a Se eCo a
£

Belleville Lab 34517 |BVLAB-Water Quality
Toa ee e a 34 3 33 30 36

Source: Responses to OC-7, OC-91 & OC-92

Expense - Belleville Lab expense is summarized in the table below.’

? For most rate filing categories, it is not possible to compare individual categories of historical expense
with the budget, because the budget data was provided on a “total spend™ basis, while only the “management fee™
portion of total expense was provided for the 2006 and 2007 historical periods. In the case of Belleville Lab, “total
spend” and “management fee” were the same in the budget period, and given the nature of the function, it is probable
that the same is true for the historical periods. Thus, for this rate filing category, we decided it was reasonable to
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Ta e A
A e a ae Na 0aSe eCo a
NSC ee e aE e e

Labor & Labor Related O&M _ $2,097,224 | $2,572,176 | $2,846242

Non-Labor O&M $2,063,623 | $1,878474 1 $2,035,861

Depreciation $509,103 $239,516 $601,260

Interest $156,612 $147,868 $127,356

Belleville Lab Total Spend $4,826,562 | $4,838,034 | $5610,719

Belleville Non-management Fee ! $0 $0 30

Belleville M anagement Fee $4,826,562 | $4,838,034 | $5,610,719

Customers 3,113,038 3,292,081 3,308,296

Mgt Fee per Customer, Per AW $1.55 $1.47 $1.70

Sowrce: Dollars- OC 1, 8 & 9 and OC-91; Customers per OC-85

(1) For 2006 and 2007, customers are average year end figures per OC-85, for
. Labor expense - The 2008 budget (and the CalAm rate filing) 1s based on salaries for 36

employees. As of May 31, 2008, the additional budgeted staff was not on the payroll; in
fact, staffing decreased from 33 at the end of 2007 to 30 at the end of May, 2008.

. Depreciation expense - Belleville Lab depreciation was significantly lower in 2007 than
in 2006, and is significantly higher than 2007 in the budget year. AW indicated that the
lower expense in 2007 was due to an error that resulted in the company not recording
depreciation expense for the Belleville business unit from June through December, 2007.*
Although 2008 budgeted depreciation is 18 percent higher than 2006, the California
impact of the higher expense {about $5,000) is not enough to warrant additional audit
effort,

Allocations to CalAm - The table below summarizes allocations to CalAm in 2006 and 2007,
and budgeted for 2008. The 2008 budget is the amount CalAm is requesting in its rate filing.

compare individual categories of expense between the budget (test year) and historical periods.

* Response to OC-169, part 1.
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Ta e A 3
A e a ae NaoaSe eCo a

o 2aa CaA Pooe Te ea NSCMa age e ee

NSC Totals:
Direct Charges 1,502 31,635
National Allocations 4,824,937 | 4,806,016
Regional Allocations 122 385

Toa Ma age ¢ eel 486 61| 4838036 610 70
CalAm Cost Distributions:

Direct Charges - 2,001

National Allocations 261,229 260,027

Regional Allocations - -

Ca A o 61 6 07 30 877
CaA Pe e 41 4 .40

Source: Data from OC-52

In 2007 a majority of Belleville Lab expense other than overhead was distributed only to the
regulated water companies using allocation method 10533, described as “CP-All Regulated
Water Companies.” The California percentage for this allocator, 5.52 percent, was somewhat
higher than the California share of other commonly used allocators. Allocation workpapers
provided in response to OC-84 and 85 do not describe the basis for allocator 10533.° The 2007
Belleville Lab expense distribution shows that very small amounts were allocated to non-
regulated subsidiaries such as American Water Enterprises and to water companies that AW runs
under non-regulated contracts with municipalities.® The composite allocation of 5.40% budgeted
for 2008 1s similar to the actual composite distribution for 2007 (5.42%), which included
virtually no non-regulated allocation.

NSC Belleville Lab Recommendations

1. Labor Expense - Overland recommends test year labor expense based on salaries of 30
employees actually on the payroll mid-way through the 2008 budget year. We also
recommend limiting incentive compensation to inflation-adjusted amounts actually paid
in 2007 to lower and middle-management employees for which CalAm supplied copies
of its annual incentive plan.

*> OC-84 and 85 describe the basis for many factors; for example, the basis for calculating one commonly-
used factor, method 100003, is revenue, plant and employees (tier 1 - regulated / non-regulated) and customers (tier
2 - regulated utility jurisdictional). No such description is provided in OC-84 or 85 for allocation method 10533.

¢ Response to OC-168. For 2008 AW budgeted a 0.25 percent allocation of Lab to its largest non-regulated
subsidiary, American Water Enterprises. It has budgeted an $89 (0.003 percent) allocation to the water contract for
the City of Edison, NJ, and a $224 (0.01 percent) allocation to the Liberty water contract for the City of Elizabeth,
NJ. On a combined basis, 2008 budgeted allocations from Lab to non-regulated cost objectives appear to be less
than one third of one percent of the Lab’s budgeted expense.
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2. Expense Allocation to CalAm - Overland recommends that a regulated distribution of
Belleville Lab expenses of 88% (non-regulated allocation of 12%). This is based on the
average regulated share of 2007 corporate revenues and expenses before consolidations.’
Overland recommends California jurisdictional regulated expense based on California’s
5.18% share of regulated customers as of December 31, 2007.% This results in an overall
allocation to CalAm of 88% x 5.18%, or 4.56%.

NSC Customer Service Center

The Customer Service Center is discussed m Chapter 3.
NSC Finance

The NSC Finance rate filing category consists of finance, planning and reporting, compliance
(Sarbanes-Oxley), investor relations, income tax and treasury functions. Finance business units
and headcount are summarized in the following table. The business units that make up the
Finance rate filing category include units in the Corporate “oftice” of AW’s Finance “function.”

Ta e NI
A e a a2¢ Na oaSe eCo a

SC-CORP Finance | 32007 {CORP-Finance 10 1 11 11 11

SC-CORP Finance | 32017 |CORP-Planning & Reporting 12 14 13 13 14
SC-CORP Finance | 32027 |CORP-Reporting & Compliance 2 3 5 4 7
SC-CORP Finance | 32037 |CORP-Investor Relations 2 2 2 3

SC-CORP Finance | 32047 {CORP-Income Tax 4 8 12 16 15
SC-CORP Finance | 32057 |CORP-Treasury 8 10 11 10 9
To a a e 38 48 54 57 59

Source: Responses to OC-7, OC-91 & OC-92

Expense - Finance expense is detailed below.

7 American Water Works Company, Inc., Form 424B3 (Prospectus Filed Pursuant to Rule 424(b)(3), Note
22, Segment Information, pp. F-35 to F-37.

% Response to OC-85, Attachment I, American Water Works Service Company Inc., Customer Counts
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Ta e N
A e a ae Na oa Se eCo a
NSC a eE e e

Labor & Labor Related O&M 58,525,150
Non-Labor O&M $12,314,051
Interest 30
Finance Total Spend unknown unknown $20,839,201
Finance Non-Management Fee unknown unknown $9,577.992
Finance Management Fee (1) $21,757.808 | $41,093,310| $11261209
Customers 3,113,038 3,292,081 3,308,296
Management Fee per Customer, per AW $6.99 $12.48 $3.40
Source: Doliars - OC 1, 8 & 9 and OC-91; Customers OC-85, Year end 2007
{1} In 2006 and 2007 Finance includes a large amount of non-recurring expense associated with
Sarbanes-Oxley attributable to the RWE divestiture and public offering.

. Labor Expense - The 2008 budget is based on the salaries of 59 positions. The budgeted

increase in labor expense is largely the result of budgeted increases in income tax,
treasury and compliance unit headcount.

. Non-Labor O&M and Non-Management Fee - A large portion of Finance non-labor
O&M consists of contract services associated with Sarbanes-Oxley. Most of this is
related to efforts required as a result of AW’s decision to separate itself from its parent
company, RWE, and become a public company. These contract services peaked in 2006
and are expected to be non-recurring in the test year. As such, AW removed them from
the Finance management fee it requests to recover from Cahifornia ratepayers. The
amounts removed make up most of the budget period “non-management fee” shown in
the table above. Finance contract services for the three years ending with the 2008
budget are as follows:

2006 Actual  $16,317,291
2007 Actual  $32,865,640
2008 Budget $10,715,840

Of the contract services in the 2008 budget, AW included $1,485,140 in the management
fee to be allocated to CalAm and other cost objectives.

Allocations to CalAm - The table below summarizes allocations to CalAm in 2006 and 2007,
and budgeted for 2008. The 2008 budget is the amount CalAm is requesting in its rate filing.
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Ta e N3
A e a ae Na oaSe eCo a
o aa CaA Pooe Te ea NSCMa age e ee

a eRae g Ca ego

NSC Totals:
Direct Charges 307,081 154,665
National Allocations 21,900,379 | 41,315,470
Subtract: Sarbox 13,684,387 | 31,812,944
Adjusted Nat'l Allocation] 8,215,992 | 9,502,526
Regional Allocations 9,980 12,692

Toa Ma age e ee] 8533053 9669883 11 61187
CalAm Cost Distributions:

Direct Charges 5,089 (10}

National Allocations 1,023,713 | 2,039,865

Subtract: Sarbox 632,219 1,555,652

Adjusted Nat'l Allocation 391,494 484213

Regional Allocations C1,682 1,821

Ca A o 398 64 4860 3 581 348
CaA Pe e 4.67 5.03 5.16

Source: Data from OC-52

The 2008 budgeted allocation is a composite factor.” A majority of 2007 Finance expenses,
excluding overhead, were allocated with the following methods:

Formuta # FFormula Descriplion CalAm Pct
100001 Total CP-ALL REGULATED CO'S (W & WW) 5.18%
100003 Total CP-PLANT/REV/EMPLOY W/O CHILE 1.85%

Shightly less.than half of 2008 Finance expense other than overhead was distributed only to the
regulated water companies using allocation method 100001. Slightly more than half of the non-
overhead expense was distributed using method 100003. Method 100003 results in a lower
California allocation because it includes a Tier 1 allocation to the non-regulated segment.
Overheads, allocated based on direct labor in each physical location, made up most of the
remaining 2007 expense allocation. CalAm’s allocated share of Finance overhead expense was
slightly more than 5% in 2007.

NSC Finance Expense Recommendations

1. Labor Expense - Overland recommends test year labor expense based on salaries of 57
employees actually on the payroll mid-way through the 2008 budget year. We also
recommend limiting incentive compensation to inflation-adjusted amounts actually paid

@

® AW was unable to break composite budget period allocation factors into the separate components
{individual cost pools and allocation methods) that make up the composite.
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in 2007 to lower and middle-management employees for which CalAm supplied copies
of its annual incentive plan.

2. Expense Allocation to CalAm - Finance is a corporate function serving the entire
American Water structure. As such, a majority of its expenses should not be withheld
from distribution to the non-regulated segment as was done in 2007.'° We do not know
how the 2008 composite allocator was developed because there is no supporting
calculation. However, CalAm’s 2008 allocation percentage is higher than 2007, so it is
reasonable to assume that a significant share of 2008 expense is withheld from allocation
to the non-regulated segment in the 2008 composite factor. ‘

Overland recommends CalAm’s allocation of NSC Finance expense reflect both a Tier |
allocation to the non-regulated segment and a Tier 2 jurisdiction regulated allocation
based on CalAm’s year-end 2007 share of customers, 5.18%.'" Overland recommends
the test year regulated / non-regulated (Tier 1) distribution of Finance based on the
average regulated and non-regulated shares of 2007 corporate revenues and expenses
before consolidations (88% / 12%)." Overland recommends test year California
jurisdictional (Tier 2) regulated expense based on Califorma’s 5.18% share of regulated
customers as of December 31, 2007. This results in an overall allocation to CalAm
calculated as follows: 88% x 5.18% = 4.56%.

NSC Human Resources

This rate filing category consists of business units in the Corporate “office” of AW’s Human
Resources “function.” Additional Human Resources business units, from the Customer Service
Center “office,” are included in the Customer Service Center rate filing category, discussed
above.

1% A relatively insignificant $168,000 (0.4% of $41.5 million) of finance expense was directly charged to
non-regulated subsidiaries in 2007.

' Response to OC-85, Attachment 1, American Water Works Service Company Inc.. Customer Counts

‘ '* American Water Works Company, Inc., Form 424B3 (Prospectus Filed Pursuant to Rule 424(b)(3), Note
22, Segment Information, pp. F-35 to F-37.
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Ta e R1
A ¢ a ae Na oaSe eCo a
NSC a Re o

Ca ego U S aff

SC-CORP Human Resources | 32002|CORP-HR Comp/Benefits 3 3 5 5 5
SC-CORP Human Resources | 32003 [CORP-HR Talent Development 4 3 1 1 2
SC-CORP Human Resources | 32004} CORP-HR Labor Relations 2 2 2 2
SC-CORP Human Resources | 32006{CORP-Business Center HR 6 5 5 5 7
SC-CORP Human Resources | 32013{CORP-HR Systems & Processes 2 2 2 2 2
SC-CORP Human Resources | 32014} CORP-Benefits Service Center 13 15 14 i3 16
SC-CORP Human Resources | = 32018 |CORP-Human Resources 2 2 2 2 2
To a a Reo e 30 3 31 30 36

Source: Responses to OC-7, OC-91 & OC-92

Expense - NSC Human Resources expense 1s summarized in the following table:

Ta ¢ R
a¢ Na o a Se eCo a
a Reo e E e e

A e a
NSC

Labor & Labor Related O&M $4,164,007
Non-Labor O&M $2,293,756
Human Resources Total Spend unknown unknown $6,457,763
Human Resources Non-M gt Fee unknown unknown $142,202
Human Resources M anagement Fee $5,375,713 | $6,035312 | $6,315,561
Customers 3,113,038 3,292,081 3,308,296
M anagement Fee per Customer, per AW $1.73 $1.83 $1.91

Source: Dollars - OC 1, 8 & 9 and OC-91; Customers OC-85, Year end 2007

. Labor Expense - The 2008 budget and the CalAm rate filing are based on salaries for 36
Human Resources employees. Midway through the budget period, staffing has not
increased to 36; in fact, headcount decreased from 31 at the end of 2007 to 30 at the end
of May, 2008. As discussed below, Overland recommends allocating test year NSC labor
expense to CalAm based on actual headcount and salaries as of May 31, 2008.

. Non-Labor Expense - 2008 budgeted non-labor costs consist primarily of contract
services, software licensing and employee expenses. Mid-way through the budget year,
AW is on track to spend approximately what it budgeted for 2008."

Allocation to CalAm - The table below summarizes allocations to CalAm in 2006 and 2007, and
budgeted for 2008. The 2008 budget is the amount CalAm is requesting in its rate filing.

1 Response to OC-109, OC-109 Attachment, update to data provided in OC-1, 8 & 9

Overland Consulting 3-9
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NSC Totals:

Direct Charges 618,040 508,924

National Allocations 4,653,498 | 5,439,576

Regional Allocations 105,196 86,812

T M 36 34| 603 311 631
CalAm Cost Distributions:

Direct Charges - -

National Allocations 221,012 263,217

Regional Allocations 245 400

C A 63 61 6 648
C AP 4.1 4.3 4. 0

Source: Data from OC-52
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In 2007 about two-thirds of Corporate Human Resources was subject to a Tier 1 allocation
between regulated and non-regulated segments (86% regulated / 14% non-regulated) using
relative employees (allocation method 100008 - CP - Employees) and among regulated
companies using customers.' One fourth was allocated only to the regulated water subsidiaries
using customers (100001 - CP All Regulated Water Companies W & WW)."> Most of the
remainder was overhead allocated using a labor-based methodology. As shown above, CalAm’s
2008 budgeted Corporate Human Resources allocation (4.7%) is higher than 2007 (4.37%). The
2008 factor is a composite; AW does not have a calculation breaking it down into its

components.

NSC Human Resources Recommendations

1. Labor Expense - Overland recommends test year labor expense based on salaries of 30
employees actually on the payroll mid-way through the 2008 budget year. We also
recommend limiting incentive compensation to inflation-adjusted amounts actually paid
in 2007 to lower and middle-management employees for which CalAm supplied copies
of its annual incentive plan.

2. Expense Allocation to CalAm - We do not know how the 2008 composite allocator was
developed because there is no supporting calculation, but it appears that a smaller non-

" Data from response to OC-52; factors from responses to OC-84 & 85.

¥ Ibid.

Overland Consuiting

3-10



MAS REPORT 1
CAUSE NO. 43680
Page 57 of 180

Chapter 3

regulated (Tier 1) employee percentage (7.5% in 2008 vs. nearly 14% in 2007) may
translate to a higher regulated, and therefore higher CalAm percentage in 2008.'¢

The Corporate office of AW’s Human Resources function serves the entire American
Water structure. Overland therefore recommends that test year Corporate Human
Resource expense be allocated between regulated and non-regulated segments based on
relative employee levels, consistent with the methodology AW used for about a majority
of the expense in 2007. The regulated Tier 1 employee factor (method 100008) being
used for 2008 allocations is 92.5%."

Overland recommends California jurisdictional (Tier 2) regulated expense based on
California’s 5.18% share of regulated customers as of December 31, 2007.'® This results
in an allocation to CalAm of 92.50% x 5.18%, or 4.79%. This is close enough to the
composite 2008 factor being used by CalAm (4.70%) that we do not propose to adjust
CalAm’s requested test year allocation factor.

NSC Information Technology

The NSC Information Technology (1T) rate filing category includes a large number business
units, primarily in the Corporate “office”, performing administration, maintenance and
development of AW’s computer and information systems. 1T accounts for approximately 15
percent of the NSC employees allocated to CalAm customers in this rate filing.

'® Responses to OC-84 and 85.
"7 Response to OC-85, Tier 1 Formulas, factor inputs as of 12/31/2007.

'8 Response to OC-85, Attachment 1, American Water Works Service Company Inc., Customer Counts
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Ta ¢ T
A e a ae NaoaSe eCo a
foTe oog
SC-ITS Location | 032030{CORP-ITS dmin 1 1 0 1E
SC-ITS Location 032031} CORP-Service Desk 7 8 8 9 I
SC-1TS Location 032032JCORP-IT S Bus Development 4 S 5 5 b
SC-ITS Location 032033 Chg Ctrt & Desktop Automatior 2 3 3 3 3
SC-ITS Location 032034{CORP-1TS Appl Adm & Security 6 6 S 6 7
SC-1TS Location 03207} CORP-ITS Admin 2 3 3 3 4
SC-ITS Location 032072{ CORP-ITS PMO . 10 9 9 il 11
SC-ITS Location 032073} CORP-IT S Infra/Oper Admin 2 2 2 2 2
SC-1TS Location 032074 CORP-IT S Production 10 9 9 9 9
SC-ITS Location 032075}CORP-System Maint & Perf 8 11 14 14 19
SC-ITS Location 032076/ CORP-Communications 6 6 8 6 8
SC-ITS Location 032077 CORP-ITS Telecom ] 0 0 0 0
SC-1TS Location 032078 CORP-Adim Business Solutions 3 3 3 4 I
SC-ITS Location 032079 CORP-Technical Applications 15 18 22 21 27
SC-1TS Location 032080; CORP-Functional Applications i1 11 16 15 19
SC-ITS Location 03208 1| CORP-1T S Quality Assurance 4 6 8 6 8
SC-ITS Location 032082 Client Relationship Managemen 1 1 1 3 2
SC-1TS Location 032083{CORP-IT S Strategy/Governance 0 ! 0 1 1
SC-1TS Location 032093]CORP-ITS Designm Authority 1 1 4 8 6
SC-1TS Location 033031} WE-ITS Client Relations 2 0 0 4] 0
SC-ITS Location 033531|CE-Western CS& S 14 0 17 17 18
SC-1TS Location 03503 YSE-ITS Client Relations } 15 0 0 0
SC-1TS Location 03653 1|NE-Eastern CS & S 16 20 21 21 21
Toa fo a o Te oog 17 13 158 165 185
Source: Responses to OC-7, OC-91 & OC-92
Expense - I'T expense is summarized in the table below:
Ta e T
A e a ae Na o a Se eCo a

Labor & Labor Related O&M $21,206,376
Non-Labor O&M $9,619,873
Depreciation $8,695,908
Interest $427.764
Information Technology Total Spend unknown unknown | $39,949.921

Information Technology Non-Mgt Fee unknown unknown $7,005,708
Information Technology M anagement Feof $29,036,711 | $30,245,524 | $32,944,213

Customers 3,113,038 3,292,081 3,308,296
M anagement Fee per Customer, per AW $9.33 $9.19 $9.96

Source: Dollars - OC I, § & 9 and OC-91; Customers OC-85, Year end 2007
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. Labor Expense and Vacancies - CalAm’s test year IT labor expense is based on a 2008
labor budget for 185 positions. AW built vacancy adjustments into the labor budgets of
some of IT business units, reducing labor and labor-related costs by approximately $1.4
million (the expense equivalent of about 12 employees). After vacancy adjustments,
CalAm is asking California ratepayers to fund the salaries of approximately 173 NSC IT
employees. Approximately mid-way through the 2008 budget year, the business units in
the IT rate filing category had a headcount of 165 employees, about eight fewer than
CalAm is requesting {after vacancy allowances). In other words, at a point near the
middle of the budget year, AW’s budgeted vacancy allowance captures approximately 60
percent of the budget savings created by actual IT vacancies. As discussed under the
heading test year adjustments, Overland recommends test year NSC IT labor expense
allocated to CalAm based on 165 employees actually on the payroll as of May 31, 2008.

Allocation to CalAm - The table below summarizes allocations to CalAm in 2006 and 2007, and
budgeted for 2008. The 2008 budget is the amount CalAm is requesting in its rate filing.

T T3
A N S C
C AP T NSCM
T C

o
NSC Totals:

Direct Charges 3,970,693 | 2,625,547

National Allocations 23,819,777 | 26,803,704

Regional Allocations 1,246,210 815,385

T M 036 680 | 30 4463 3 4416

CalAm Cost Distributions:

Direct Charges 147,535 110,578

National Allocations 1,186,522 | 1,372,603

Regional Allocations 93,367 95,622

C A 14 44 i 8803 1 846
C A P 4, . 4

Source: Data from OC-52, Rate Filing category amounts based on Overtand
analysis

As shown in the table above, CalAm is proposing to increase its share of IT expense from 5.22%
in 2007 to 5.42% in the test year (based on the 2008 budget). As noted throughout this report,
2008 allocation factors are composites for which AW does not have calculation support.

In 2007, approximately $110,000 in IT expense was directly charged to CalAm and
approximately $95,000 was the result of regional allocations.* Of the $1.4 million allocated
nationally, slightly more than half was allocated using method 100001 - CP All Regulated Cos -
W& WW. Method 100001 is a Tier 2-only allocation, distributing costs only among the
regulated subsidiaries based on customers. CalAm’s 2007 percentage under method 100001 was
5.18 percent. Most of the remaining nationally allocated cost consisted of overhead, of which
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4.8% was allocated to CalAm. There was virtually no allocation of Corporate IT to the non-
regulated segment. A relatively insignificant $805,000 (2.7% of $30,245,000 in total
distributions) was directly charged to non-regulated subsidianes.

NSC Information Technology Expense Recommendations

1. Labor Expense - Overland recommends test year labor expense based on salaries of 165
employees actually on AW’s payroll mid-way through the budget year. We also
recommend limiting incentive compensation to inflation-adjusted amounts actually paid
in 2007 to lower and middie-management employees for which CalAm supplied copies
of its annual incentive plan.

2. Expense Allocation to CalAm - IT 1s a corporate function serving the entire American
Water structure. As such, we cannot conclude that its expense, apart from relatively
minor directly charged amounts, should be withheld from distribution to the non-
regulated segment as was done in 2007."° 'We do not know how the 5.42% 2008
composite factor for CalAm was developed because there is no supporting calculation.
However, CalAm’s 2008 allocation percentage is higher than 2007, so it is reasonable to
assume that most of the IT expense in the 2008 budget (and the rate filing) comes from
allocation pools charged only to the water companies in the regulated segment.

Overland recommends CalAm’s Corporate 1T allocation reflect both a Tier | regulated /
non-regulated segment allocation and a Tier 2 jurisdictional allocation based on
CalAm’s year-end 2007 share of regulated customers, 5.18%.2° As with other NC
expense categories, we recommend the regulated / non-regulated distribution be based on
the average regulated and non-regulated shares of 2007 corporate revenues and expenses
before consolidations (88% / 12%).! Overland recommends California jurisdictional
(Tier 2) regulated expense based on California’s 5.18% share of regulated customers as
of December 31, 2007. This results in an overall recomimended allocation to CalAm
calculated as follows: 88% x 5.18% = 4.56%.

NSC Functions

The NSC Functions category includes corporate audit, legal, external affairs and regulatory
fanctions. It also includes corporate facilities expenses. Business units and employees are
summarized below.

' A relatively insignificant $168,000 in corporate finance was directly charged to non-regulated
subsidiaries in 2007.

“ Response to OC-83, Attachment 1, American Water Works Service Company Inc., Customer Counts

* American Water Works Company, Inc., Form 424B3 (Prospectus Filed Pursuant to Rule 424(b)(3), Note
22, Segment Information, pp. F-35 to F-37.
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Ta eNSC 1|
A e a ae Na oaSe eCo a
NSC NSC. Rae Ca ego U S aff

, 2 ol

Audit 32060 |Corp - Audit 8 11 8 8 10
Business Developmen] 32020 |Corp - Business Development 8 5 6 5 5
External A ffairs 32022 |Corp - Government Affairs 1 1 1 I 1
External Affairs 32025 |Corp - External Affairs 1 2 2 2 2
External Affairs 32068 |Corp - Marketing/ Salcs 1 5 5 4 4
External Affairs 32085 {Corp - External Communication 1 1 4 2 3
External Affairs 32086 |Corp - Internal Communications 3 2 2 2 2
Legal 32015 {Corp Legal 8 9 10 11 11
Building & Property | 32062 |Corp - Buidling Services 6 5 6 5 5
Building & Property | 32063 |Corp - Bldg Services - Woodcrey 3 3 5 5 5
Regulatory 32069 |Regulatory UFS 2 2 1 2 2
Non-Departmental 32098 |Non-Departmental ? ? ? i 1
To a 4 46 0 48 1
Source: Responses to OC-7, 0C-91 & OC-92

It took a significant discovery effort just to determine the business units that make up the NSC
Functions rate filing category. As discussed below, Overland recommends that much of the cost
in several NSC Functions business units be removed from CalAm’s revenue requirement.

Expense - NSC Functions test year expense (based on the 2008 budget) is summarized below.

Unlike other rate filing categories, we cannot readily compare the 2008 budget for NSC

Ta e NSC
A e a ae Naoa Se eCo a
NSC NSC o E e el

Labor & Labor Related Q&M 56,808,644
Non-Labor Q&M 312,138,517
Depreciation ) $1,720,768
Interest 3976991
Income Tax $879.828
NSC Functions Total Spend unknown unknown $22,524,748
NSC Functions Non-Management Fee unknown unknown 32,101,011
NSC Functions Management Fee $ 65064963 { $ 29024093 $20423,737
Customers 3,113,038 3,292,081 3,308,296
Mpt Fee per Customner, Per AW 320.90 $8.82 56.17

Seurce: Detlars - OC 1, 8 & 9(2006 & 2007) OC-91 {2008); Customers OC-85 ( Year-end 2007}

(1} Cal-Amincluded regional expenses in the NSC Functions category. Only an incidental amount
{about $50.000) of regional expenses s charged to Cal-Am. As such, Overland excluded regional
expenses fomihis table, s they only serve to distort the caleulation of management fee per customer,

Functions with 2006 and 2007 costs because AW did not provide actual expense data on a

Overiand Consulting
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business unit basis. The “office” and “function”-based actual and budget data provided in
response to OC 1, 8 and 9 contained a number of mis-classifications, and were skewed upward
on a pre-allocation basis by expenses from the Central, Southeast and Northeast regions which
charged only incidental amounts to CalAm and are not included in test year allocations to
CalAm.* After considerable effort to reconcile “office” and “function” based data from OC 1, 8
and 9 with business unit budget data ultimately obtained in responses to OC-91 and OC-128, we
are confident that the business units included in the test year NSC Functions allocations are
accurately reflected in the amounts in the tables above. However, because our ability to
reconcile was limited to 2008 data, we carmot compare the 2008 budget detail to 2006 or 2007
actual expense detail.

. Labor Expense - The 2008 budget and the CalAm rate filing are based on salaries for 51
Human Resources employees. As discussed under the heading test year adjustments,
Overland recommends NSC labor expense allocated to CalAm based on actual headcount
of 48 employees as of May 31, 2008.

. Labor Expense Vacancy Adjustment - Embedded in the labor budget for the Non-
Departmental business unit is a “global vacancy adjustment” that removes $3,764,000
from the 2008 labor budget to account for vacancies in positions budgeted but not filled
during the budget period. CalAm’s share of this adjustment is 5.5%, or a reduction of
approximately $207,000. AW built separate vacancy adjustments into the Information
Technology and Shared Services Center office labor budgets. The vacancy adjustment in
the NSC Functions Non-Departmental unit contains the vacancies associated with the
business units in other rate filing categories (Finance, Belleville Lab, Human Resources,
etc.).

. Non-Labor Expense - Like labor expense, NSC Functions non-labor includes expense
associated with legislative influence activities, corporate charitable contributions and
certain other expenses that Overland recommends not be funded by California ratepayers.
Adjustments to these items are discussed elsewhere. Non-labor expense also includes a
$1 mullion “risk reserve for EW” in the Non-Departmental business unit’s budget. When
we asked about this, CalAm stated that the California allocation was a contingent
expense for earthquakes.” Overland also recommends removing this made-up expense
from the California revenue requirement.

. Interest Income - Offsetting recorded interest expense, which is largely associated with
capital leases on property, is $2.4 million in interest income associated with NSC cash

** According to the reconciliation obtained in response to OC-107, NSC Functions data provided in
response to OC 1, 8 and 9 excluded Business Development business unit 32020, excluded Corporate Social
Responsibility business unit 32087, and included business unit 32019, Corporate Operational Risk. The NSC
Functions data provided in OC 1-8-9 was skewed high by the inclusion of more than $53 million in Central,
Northeast and Southeast Region expense. Only a small amount of the regional-source expense was charged to
CalAm.

¥ Response to OC-162.
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balances included in the “Non-Departmental” business unit. AW stated that interest
income (which reduces requested expense) was over-estimated when budgeted in 2007,
and will be only about $1 million, rather than $2.4 million for 2008.* As discussed
below, Overland recommends accepting AW’s updated, lower estimate of interest
income.

. Income Tax Expense - AW stated that $880,000 in income tax expense included in the
“Non-Departmental” business unit is associated with expense that is not deductible for
tax purposes, primarily non-deductible business meals.” There is not nearly enough non-
deductible meal expense budgeted in 2008 in the business units allocable to CalAm to
account for the income tax expense. AW offered a new, lower calculation of income tax
based primarily on $546,000 in non-deductible meals and $12,000 in non-deductible
dues. However, the actual amount budgeted in 2008 for non-deductible meals is
$334,275.

. Non-Management Fee - Nearly all of the NSC Functions non-management fee is
associated with capitalized “locational overhead” expenses. As discussed above, it was
not possible within the scope of this audit to perform a review of the NSC’s capitalization
policies and procedures.

Allocation to CalAm - The table below summarizes “NSC Functions” expense allocated to
CalAm by AW’s Corporate Office.® The 2008 budget percentage is the composite percentage
CalAm 1s requesting for this rate filing category.

*Response to OC-191.
25 1d. E i

%2006 and 2007 GO expense data provided to Overland for the “NSC Functions™ rate filing category
contained large amounts of expense incurred by the Central, Northeast and Southeast regional “offices,” small
amounts of which were charged to CalAm in 2006 and 2007. Regional office expense was not included in 2008
budgeted amounts. To improve the comparability of historical and budgeted expense in the table, we removed
expense incurred and allocated by “regional” offices. Note that there are still “regional allocations.” These are
Corporate expenses ailocated 1o the regulated water companies in a region (in this case, the Western Region); they
are not expenses incurred by the regional offices, which, as noted, have been removed.
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Ta eNSC 3
A e a ae NaoaSe eCo a
o a2 CaA Pooe Te ea NSCMa age e ee
gCaego Co 0aeOff e O

Direct Charges 23,242,351 1,890,480
National AHocations 40,869,866 { 26,975,861
Regional Allocations 952,747 157,751

Toa Ma age e ed 6 064 64 2 0240 3 20423 828
CalAm Distributions:

Direct Charges 1,778,786 82,100

National Allocations 2,002,473 1,419,639

Regional Allocations 79,278 46,601

Ca A 0 3860 38 1 48341 1 026 224
CaA Pe e .3 33 .02

Source: Data from OC-52

To improve the comparability of historical and budgeted amounts, we removed expense incurred
by the Central, Southeast and Northeast regional “offices” from the 2006 and 2007 historical
data summarized above, leaving only the historical expenses from the Corporate office. As far
as we can determine, 2008 budget expense for NSC Functions does not contain any expense
incurred by regional offices. Even with regional expense removed, there are significant
differences between historical ard budgeted allocations to CalAm. For example, in the historical
periods, large amounts of expense were directly charged to CalAm skewing CalAm’s composite
distribution above what would be expected.

Overland was unable to obtain comparable historical data on a business unit basis, so we do not
know what “NSC Functions” business units directly charged large amounts to CalAm in 2006
and 2007. It is likely that 2006 and 2007 expenses are based on a different set of business units
than the budget period. Therefore, for this category, even with regional amounts removed from
the historical columns, it probably does not make sense to compare budgeted and historical
CalAm expense allocations, either in total or on a percentage basis. As discussed below,
Overland believes that CalAm’s share of allocable expense should reflect 1) the regulated
segment’s share of total corporate revenue and expense and 2) CalAm’s share of total regulated
customers.

NSC Functions Expense Recommendations

1. Labor Expense - Overland recommends test year labor expense based on salaries of
employees actually on AW’s payroll mid-way through the 2008 budget year. We also
recommend limiting incentive compensation to inflation-adjusted amounts actually paid
in 2007 to lower and middle-management employees for which CalAm supplied copies
of its annual incentive plan.
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2.

Labor Expense Vacancy Adjustments - Consistent with our recommendation to base test
year labor expense on actual employee levels mid-way through the budget period,
Overland recommends reversing AW’s budgeted “global vacancy adjustment”, adding
back the amounts removed for vacancies in other rate filing categories.

Non-Recoverable Expenses - Overland recommends removing the following expenses
included in NSC Functions from allocation to CalAm ratepayers. These expenses have
either been disallowed by the Commission in prior CalAm rate case decisions, have been
traditionally allocated to ratepayers in California utility rate proceedings, or benefits to
regulated water utility customers are not supported.

. Business development expenses (Business Development business unit 32020)

» Legislative influence expenses (Government Affairs business unit 32022)

. Charitable contributions (Corporate Social Responsibility business unit 32087 and
account 575140 - Charitable Contributions) '

. Unsupported “Non-Departmental” business unit expense, which includes a §1

million unsupported contingent risk expense and $446,000 in expense for a non-
departmental employee whose responsibilities AW declined to disclose
. Marketing and sales expense (business unit 32068)

Adjustment to Interest Income - Based on a decline in interest rates since 2007, Overland
recommends recognizing lower interest income on NSC cash balances, as calculated by
CalAm. AW’s updated calculation is based on actual 2008 interest income through June,
which totals $508,000. Overland agrees that interest income should be adjusted to reflect
an updated estimate of likely income for the budget year. The updated test year estimate
of $1,016,000 requires an adjustment reducing the original 2008 budget estimate by
$1,427,200.

Adjustment to Federal Income Tax - Overland recommends that federal income tax
expense on non-deductible expenses be limited to the non-deductible expense actually
budgeted in 2008. Non-deductible meals are budgeted at $334,275. Other items
included in AW’s income tax expense calculation total $12,973.7 Using AW’s tax rate
of 35%, federal income tax on these amounts is $121,537. This is a reduction of
$758,291 from AW’s test year income tax on non-deductible items estimate of $879,828.

Expense Allocation to CalAm - NSC Functions contains the corporate audit, external
affairs and legal business units. It also includes the corporate facilities expense. The
business units in this rate filing category serve the entire corporate structure. Overland
recommends CalAm’s allocation of NSC Functions include a Tier 1 regulated / non-
regulated segment allocation, based on relative regulated and non-regulated revenue and
expense and a Tier 2 jurisdictional allocation based on CalAm’s year-end 2007 share of
regulated customers. As with other NSC expense categories, we recommend the
regulated / non-regulated distribution be based on the average regulated and non-

7 Response to OC-191.
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regulated shares of 2007 corporate revenues and expenses before consolidations (88% /
12%).2 We recommend the California jurisdictional (Tier 2) share of regulated expense
based on California’s 5.18% share of regulated customers as of December 31, 2007.%
This results in an overall recommended allocation to CalAm of 88% x 5.18% = 4.56%.

NSC Operations / Network -

The Operations / Network rate filing category includes Chief Operating Officer, operational
risk, performance, engineering, asset management and technical services business units.
Business units and staffing are summarized below.

Ta e ON 1

Ae a ae Na o a Se eCo a
NSCO ea o Ne o

SC-CORP Operations | 32011]CORP-Chief Operating Officer 4 4 3 3 3
SC-CORP Operations | 32019 CORP-Operational Risk t 10 10 13 15
SC-CORP Operations | 32064 | CORP-Operational Performance 5 4 4 5 6
SC-CORP Operations | 32065|CORP-Assct M anagement 5 7 8 9 10
SC-CORP Operations | 32066| CORP-Research & Env Excellence 12 13 14 16 14
SC-CORP Operations | 36550|CORP-COE-Engineering 5 6 8 11 11
SC-CORP Operations | 36551 CORP-COE-Technical Services 6 7 3 10 10
Toa Oea o Ne o 48 51 55 6 6

Source: Responses to OC-7, OC-91 & 0C-92

Expense - Operations / Network expenses, as reported by American Water, are summatrized in
the following table.

* American Water Works Corapany, Inc., Form 424B3 (Prospectus Filed Pursuant to Rule 424(b)(3), Note
22, Segment Information, pp. F-35 to F-37.

» Response to OC-85, Attachment 1, American Water Works Service Company Inc., Customer Counts
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T ON
A N S C
NSCO N E
=z RS 3 B
Labor & Labor Related O&M $8,925,744
Non-Labor O&M 1,414,565
Depreciation 45,700
Interest 23,258
Operations / Network Total Spend unknown unknown | $10,409,267
Operations / Network Non-Mgt Fee unkpown unknown $5,105,618
Operations / Network M anagement Fee| 8,201,502 5,759,146 | $5,303,649
Customers 3,113,038 3,292,081 3.308,296
Mgt Fee per Customer $2.63 $1.75 $1.60
Source: Dollars - OC 1, 8 & 9 for 2006 & 2007 & OC-91 for 2008; Customers OC-85

Nearly half of total expenditure in Operations / Network is withheld from allocation in the non-
management fee. Most of this consists of capitalized amounts. For example, more than 80% of
2008 budgeted total spend for the Asset Management business unit is budgeted for capital. Time
constraints prevented a review of the breakdown between capital and expense.

Expense Allocation to CalAm - The table below summarizes NSC Functions allocations to
CalAm in 2006 and 2007, and budgeted by AW for 2008. The 2008 budget percentage CalAm
requests for assignment to California ratepayers, 5.05%, is 16% higher than the percentage
allocated in 2006 (4.34%), and 3% higher than the 2007 percentage.

T ON3

NSC Totals:

Direct Charges 2,839,169 539,411

National Alocations 5,305,658 1 5,212,131

Regional Allocations 56,675 7,605

T M 8010 146 303 64
CalAm Cost Distributions:

Direct Charges 81,437 28,948

National Allocations 272,309 252,699

Regional Allocations 2,161 257

C A 3 0 81 04 6 6
C AP 4.34 4.8 .0

Source: Data from OC-52
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CalAm is proposing an increase in its share of expense in the Operations / Network category
from 4.3% in 2006 to 5.05% in the test year. As in other rate filing categories, the 2008
budgeted allocation percentage is a composite estimate for which there is no calculation support.

NSC Operations / Network Expense Recommendations

1. Labor Expense - Overland recommends test year labor expense based on the annualized
compensation for 67 employees actually on AW’s payroll for this rate filing category as
of May 31, 2008. We also recommend limiting incentive compensation to inflation-
adjusted amounts actually paid in 2007 to lower and middie-management employees for
which CalAm supplied copies of its annual incentive plan.

2. Expense Allocation to CalAm - As with other NSC expense categories, we recommend a
regulated / non-regulated (Tier 1) expense distribution based on the average regulated
and non-regulated shares of 2007 corporate revenues and expenses before consolidations
(88% / 12%).° We recommend the California jurisdictional (Tier 2) share of regulated
expense based on Califorma’s 5.18% share of regulated customers as of December 31,
2007.*' This results in an overall recommended allocation to CalAm of 88% x 5.18% =
4.56%, consistent with the actual composite distribution of 2007 expense.

Shared Services Center

The Shared Services Center (SSC) contains most of AW’s corporate accounting and some of its
corporate treasury function. Among its business units are one which appears primarily dedicated
to the regulated segment (BU 32574 - Rates & Regulation) and one primarily dedicated to the
non-regulated segment (BU 32580 - AWE).

% American Water Works Company, Inc., Form 424B3 (Prospectus Filed Pursuant to Rule 424(b)(3), Note
22, Segment Information, pp. F-35 to F-37.

¥ Response to OC-85, Attachment 1, American Water Works Service Company Inc., Customer Counts
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Ta eSSC1
Ae a ae Nn oaSe eCo a
NSCS ae Se e Ce e Rae o Cae U Saff g
SC-SSC Location 32084 SSC-Accounts Payable 18 26 28 31 29
SC-SSC Location 32505{SSC-Administration 8 10 10 10 11
SC-SSC Location 32560{SSC-Financial Reporting 0 0 0 0 0
SC-SSC Location 32570} SSC-General Accounting 21 32 34 36 38
SC-SSC Location 32571}SSC-Tax 5 9 9 8 10
SC-SSC Location 32572| SSC-Business Support Services 8 8 8 8 10
SC-SSC Location 32574|SSC-Rates & Regulation 10 10 i i I
SC-SSC Location 32575 SSC-Cash M anagement 17 18 18 16 20
SC-SSC Location 32577 SSC-Fixed Assets/Job Cost 13 16 18 18 21
SC-SSC Location 325781 SSC-Project M anagement 3 2 2 2 3
SC-SSC Lacation 32579} SSC-Employee Services 23 32 29 29 32
SC-SSC Location 32580} SSC-AWE 7 12 14 10 17
Toa § ae Se e Ce e 13 181 1 0
Source: Responses to OC-7. OC-91 & OC-92
Expense - SSC expenses are summarized below.
Ta eSSC
A e 2 ae NaoaSe eCo a
NSCS a e Se e P

$18,385.787

Labor & Labor Related O&M

Non-Labor O&M $1,455,371
Depreciation $5,004
Interest $0
Shared Services Ctr Total Spend unknown unknown | $19,846,162
Shared Services Ctr Non-M gt Fee unknown unknown $1,214,889
Shared Services Ctr M anagement Fed $16,792,259 | $17,302,697 | $18,631,273
Customers 3,113,038 | 3,292,081 3,308,296
Mgt Fee per Customer, Per AW $5.3% $5.26 $5.63

Source: Dollars - OC 1, 8 & 9; Customers OC-85 ~

Labor Expense - Test year labor expense is based on a budget that includes compensation

for 202 positions. The budget for business unit 32505 - SSC Administration includes
vacancies removing $570,000 for the equivalent of 6 positions. Net of vacancies, CalAm
1s requesting rate recovery for its allocated share of 196 positions (202 minus an
allowance of 6 vacancies). Asof May 31, 2008, about halfway through the budget year,
the SSC had 179 employees, 17 fewer than the positions for which CalAm is requesting

funding.
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. Non-Management Fee - A majority of the Operations / Network category’s non-
management fee consists of the assignment of expense from business unit 32574 - Rates
and Regulation to specific rate cases. About half of the Rates and Regulation budget is
assigned to specific rate cases.

Expense Allocation to CalAm - The table below sumunarizes AW’s allocation of the SSC
management fee to CalAm. ’

A N S C
C AP T NSCM

NSC Totals:

Direct Charges 1,093,599 1 1,822,114

National Allocations 15,684,516 | 13,036,638

Regional AHocations 14,144 | 2,449,272

T M 16 811 3080 3 18631 44
CalAm Cost Distnbutions:

Direct Charges 93,192 74,069

National Allocations 847,683 753,332

Regional Allocations 2,771 289,127

C A 43 64 1116 8| 11410t
C A P .6 6.4 6.1

Source: Data from OC-52

In 2007 AW directly charged and allocated to AWE {American Water Enterprises, the most
significant non-regulated subsidiary) an amount approximate to the 2008 budget for business
unit 32580 - SSC - AWE. This suggests that the budget period composite factor is based on
AWE being charged for business unit 32580, but nothing more from the accounting and treasury
functions that should be common to both the regulated and non-regulated segments.

Although lower than the 2007 percentage, the 2008 budget composite factor attributed to CalAm
(6.12%) is considerably higher than a Tier 1 allocation using relative revenue and expense and a
Tier 2 allocation based on year-end 2007 customers would suggest (4.56%). The components of
the 6.12% composite factor CalAm requests for ratepayer funding cannot be directly analyzed,
since there is no supporting calculation for it.

SSC Recommendations

1. Labor Expense - Instead of rising from 181 employees at the end of 2007 to 202
employees (196 with AW’s vacancy allowance) near the mid-point of the 2008 budget
year, SSC headcount has fallen to 179 employees. Overland recommends test year labor
expense based on the annualized compensation for 179 employees actually on AW’s
payroll for this rate filing category as of May 31, 2008. We also recommend limiting
incentive compensation to inflation-adjusted amounts actually paid in 2007 to lower and
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middle-management employees for which CalAm supplied copies of its annual incentive
plan.

2. Expense Allocation to CalAm - As with other NSC expense categories, we recommend

the regulated / non-regulated distribution be based on the average regulated and non-
regulated shares of 2007 corporate revenues and expenses before consolidations (88% /
12%).* We recommend the California jurisdictional (Tier 2) share of regulated expense
based on California’s 5.18% share of regulated customers as of December 31, 2007.%
This results in an overall recommended allocation to CalAm of 88% x 5.18% = 4.56%,
consistent with the actual composite distribution of 2007 expense.

NSC Procurement {Supply Chain)

The NSC Procurement, or Supply Chain, rate filing category aligns with AW’s Corporate and
regional (Western, Central, Southeast and Northeast) Procurement “offices”. Business units and
staffing are summarized below. Most of the expense is incurred by the Corporate office, which
includes a Supply Chain Director, several Managers, Buyers and Procurement Analysts. In
addition to the Corporate location, AW’s Procurement function maintains a local staff of two (a
Manager and an Analyst) in each region.

Ta ¢ PROC 1
A e a ae Na o a Se eCo a
NSCPo e e S Ca Rae Ca ego e U a Saff g
e sy e e T ,, S oo

é.

> oo 5 i 7
ke e > R s s

SC-Supply Chain Locatior{32010 JCORP-Supply Chain-Sourcir 24 27 28 30 29
SC-Supply Chain Location33010  |WE-Supply Chain 1 2 2 2
SC-Supply Chain Locatiof33510 | CE-Supply Chain 2 2 2 2 2
SC-Supply Chain Locatiof35010 |SE-Supply Cham 3 3 2 2 2
SC-Supply Chain Locatiorf36510  |NE-Supply Chain 3 2 2 2 2

Toa § Ca 3 3 36 38 37
Source: Responses to OC-7, 0C-91 & 0C-92

Expense - Procurement expenses are summarized below,

# American Water Works Company, Inc., Form 424B3 (Prospectus Filed Pursuant to Rule 424(b)(3), Note
22, Segment Information, pp. F-35 to F-37.

3 Response to OC-85, Attachment 1, American Water Works Service Company Inc., Customer Counts
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Ta e PROC
A e a ae NaoaSe eCo 2
NSCPo e e S Ca E e e
Labor & Labor Related O&M $4,068,743
Non-Labor O&M $426,864
Interest $0
Procurement Total Spend unknown unknown $4,495,607
Procurement Non-Mgt Fee unknown unknown $2,146,500
M anagement Fee $3,705,706 | $4,217,506 { $2,349,119
Customers 3,113,038 | 3,292,081 3,308,296
Mgt Fee per Customer, Per AW $1.19 $1.28 $0.71
Source: Dollars- OC I, 8 & 9; Customers OC-85
. Labor Expense - Labor and labor related costs have increased in the budget period due to

a small increase in staffing, as well as salary inflation (the budget contains 4% across the
board salary increases). Procurement is the only rate filing category i which actual
headcount as of May 31, 2008 exceeds 2008 budgeted headcount (by one employee). We
also recommend limiting incentive compensation to inflation-adjusted amounts actually
paid in 2007 to lower and middle-management employees for which CalAm supplied
copies of its annual incentive plan.

. Non-Labor Expenses - This consists primarily of employee expenses, insurance and
telephone and other office expenses. The decrease from 2006 to 2007 is primarily
attributable to a lower contract services.

. Non-Management Fee - About three-fourths of Procurement’s budgeted non-management
fee represents capitalized expenditures. Overland was not able to conduct a review of the
NSC’s capitalization procedures.” The remainder of the non-management fee is
location overhead. ' '

Expense Allocations to CalAm - 2006, 2007 and 2008 budgeted Procurement allocations to CalAm
are summarized below.

3 Capitalization procedures affect the distribution of expenditures between the income statement and the
balance sheet. As such, they should be subject to review by the company’s external auditors. Our notation that the

external auditors should review capitalization procedures should not be understood to mean that we are relying on
their review.
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Ta ePROC3
A e a2 2ae NaoaSe eCo a
"0 a €CaA Pooe Te ea NSCMa age e ee
Po e e S Ca Rae g Ca ego

NSC Totals:
Direct Charges 24,651 5,651
National Allocations 3,176,719 ¢ 3,526,029
Regional Alocations 504,335 685,825

Toa Ma age e ee|] 370 706 4 17 O 349119
CalAm Cost Distnbutions:

Direct Charges - -

National Allocations 167,058 205,718

Regional Allocations 25,873 84,728

Ca A 0 19 931 90 446 1 31
CaA Pe e .1 6.89 6.48

Source: Data from OC-52

In 2007 only about 2 percent of NSC Procurement expenditures were allocated to non-regulated
subsidiaries. Although AW’s unregulated segment contracts to perform water system operations
with municipalities, it does not usually own the facilities it operates.

NSC Procurement Recommendations

1. Labor Expense - Overland recommends test year labor expense based on the annualized

compensation for 38 employees actually on AW’s payroll for this rate filing category as
of May 31, 2008.
2. Expense Allocation to CalAm - Overland was not able to obtain information about the

non-regulated segment sufficient to determine whether AW’s 2% non-regulated
allocation in 2007 was reasonable. However, given what we know about AW’s regulated
and non-regulated segments, in comparison to other NSC activities it is less likely that
the non-regulated segment benefits significantly from Procurement. As such, even
though we are not able to directly review the 2008 allocation factor calculation (because
there is no supporting calculation), we recognize that it is lower than the 2007 allocation,
the components of which we are able to review, and we therefore recommend no
adjustment to the CalAm’s proposed test year Procurement allocation of 6.48%.
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American Water National Service Company
Operations and Maintenance Expense Before and After Allocation to CalAm
2008 and 2009 Per CalAm, Overland-Recommended Adjustments, and As Recommended by Overland

Corréct NSC
Reduce Allocation
NSC O&M | Adjust Labor |  Budgeted Remove Remove |Correct"Non-| Remove |Maintain CSC| fgactorsto

Per Amsrican to May 31, |[Incentive Pay] Remove Remove Legislative | Unsupporied | Dept” Interest; Marketing & |at 2003 Cost Include NSC O&M

Water, 2008 & 2008 Actual to 2007 Business Charitable Influence "Non-Dept” | Income and Sales per Customer | Allocations fo | Per Overland,
Rate Filing Categary 2009 Headcount | Payout Level | Development | Contributions | Expense Expense income Tax Expense {Plus inflation Non-Reg 2008 & 2008
National (Before
Allocation)
Belleville Lab 5,610,705 {458,476) (114,113) - - - - - - 5,038,116
Customer Service 51,689,744 (15,315,076) 36,374,668
Finance 11,261,187 (444,266) (854,182) - - - - . - 9,962,738
Human Resources 6,315,567 (606,122) (408,589) - - - - . - §.300,845
Information Technology 32,944,154 (878,177)] (1,715.995) . - - . - - 30,249,982
"NSC Funcfions” 20,423,738 2,177,298 (747,140))  (1,007,903) (420,021} (459,562)] (1.445,188) 668,910 (1,467,534) 17,722,594
QOperations 5,303,648 (235,239)| (1,004,542) - - - - - - 4,063,868
Shared Services 18,631,242 ] (1.475,625) (960,038) . - - - - - 16,195,579
Procurement 2,349,119 31,074 (301,233) - - - - . . 2,078,960
Total NSC 154,529,094 | (1.989,537)- (6,105,833)] {(1,007.903) (420,021 (489,562)|  (1,445,188) 668,910 | (1,467,534)| {15,315,076) ~| 126,987,350
After Allocation to
CalAm
Belleville Lab 302,875 (24,655) (6.162) . - . - . - (42,320) 229,738
Customer Service 2,802,618 (831,111) 1,971,507
Finance 581,351 (23,198) (44,076) - - - - B - (59,778) 454,301
Human Resources 296,649 (28,306) (19,204) - - - - - - 249,140
information Technology 1,786,495 (53,939) (93,007) - - - - . . (260,150)} 1,379,399
"NSC Functions” 1,028,220 139,976 {35,795) (30.439) (20.623) {22,564) (82.520) 38,195 (72,056) (81,524) 858,869
Operations 267,594 (11,639) (50,729) - . - - - - (19.913) 185,312
Shared Services 1,141,013 (70,099) (59,540) . - - - - - (252,651), 758,723
Procurement 162,311 1,926 {19.520) - - - - - - 134,717
Total Cal-Am 8,367,126 (69,934) (328,033) (30,438) {20,623) {22,564) (82.520) 38,195 {72,056) {831,111) {716,334)) 6,221,706

NSC-Overand-As-AdjustedREVISED / AW vs DRA 171
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4. NSC Customer Service Center

The Customer Service Center (CSC) rate filing category accounts for about one-third of
CalAm’s test year-proposed NSC revenue requirement. It corresponds directly with the
Customer Service Center “office” in AW’s accounting system. The CSC consists of call centers
in Alton, IL and Pensacola, FL. Prior to 2003 CSC functions were performed on a state or
regional basis.

The Alton and Pensacola call centers perform call handling (order taking and responses to
customer inquiries), customer billing and account collection for regulated AW water systems in
29 states. The CSC also provides non-regulated services to more than 100 municipalities.
Expense mcurred to provide these services, attributable to non-regulated activities under fully
distributed cost principles, is instead allocated to AW’s regulated water systems. In addition to
call handling, billing and collections, the CSC includes supporting administrative, operations,
education / training and human resources functions.

The CSC rate filing category includes more than half of the employees included in the NSC
budget charged to CalAm. CSC business units and staffing are summarized below.

Alton 34005 |CCA Administration 13 13

2 17
Alon 34018 |CCA Human Res. 6 5 5 9 6
Alton 34070 |CCA Call Handling 170 181 199 23t 240
Alton 34071 {CCA Billing 120 120 116 118 120
‘Alton 34072 {CCA Collections 39 41 39 39 38
Alton 34073 {CCA Operations/ Pert. 13 13 13 13 14
Alton 34074 |CCA Business Services 16 15 14 14 17
Alton 34075 |CCA Educ/ Developmt o2 19 16 14 14
Alton Subtotal 399 407 414 450 466
Pensacola | 37005 |CCP Administration i 3 3 2 3
Pensacola | 37018 |CCP Human Res. 3 2 2 2
Pensacola | 37070 |CCP Call Handling 198 246 242 238 269
Pensacola | 3707} |CCP Billing 1
Pensacola | 37073 {CCP Operations Support S 3 3 3 3
Pensacola | 37074 {CCP Business Services 1
Pensacola | 37075 |CCP Educ/ Developmt 8 7 7 7 7
Pensacola Subtotal 217 261 257 247 284
T C S C 616 668 61 6 ]

Source: Responses to OC-7, OC-91 & OC-92

(1) The budget for the Call Handling business unit is seasonal and varies, peaking around June.
Actual headcount for May, 2008 is as of May 3. For comparability to May 31 actual headcount,
the May, 2008 budgeted headcount for Alton and Pensacola Call Handling in this table are an
average of May and June headcounts in the budget.
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Call center staffing has a seasonal element. Temporary employees are added as the calendar
progresses toward the summer. The budget for December, 2008 shows 42 fewer employees than
the May-June, 2008 budget average shown above. Notwithstanding the seasonal element, as
shown above, AW had 53 fewer employees on the payroll at the end of May, 2008 than the
headcount on which revenue requirement is based.

Expenses

Historical and budgeted CSC operating expenses are summarized below.! As the table shows,
there is a significant increase in expense per customer between 2006 and 2007 and between 2007
and the test year. Although actual CSC expense per customer has been increasing at a pace
significantly higher than inflation since at least 2004, test year expense shown below is also
higher by approximately 50 call center staff that had not been hired approximately mid-way
through the 2008 budget year.

il

$29,849,509

Labor & Labor Related Q&M $23,826,223 $36,124,149
Non-Labor O&M $11,885,407 | $ 12,689,257 1$12,917,979
Depreciation $ 2249022 |S 689,319 $1,747,344
Interest $ 1,400,058 | § 1,248,732 $952,044
Customer Call Center Total Spend (1) | $39,360,710 | $44,476,817 | $51,741,516
Customer Call Center Non-M gt Fee $51,765
Customer Call Center M anagement Fee | $39,360,710 | $44,476,817 | 851,689,751
Customers (1) 3,113,038 3,292,081 3,308,296
Mgt Fee per Customer, Per AW $12.64 $13.5] 315.62
Source: Doliars - OC 1, 8 & 9 and OC-91; Customers OC-85, Year end 2007

(1) Estimated for 2006 and 2007 - assumed management fee = total spend.

Changes in Call Center Operations - In 2003 AW began to transition from local and regional
call centers to centers with a national footprint. CalAm’s test year includes the expense of two
national call centers. National-scope customer services were first deployed in 2003 from the
Alton, Illinois call center.” Alton performs all of AW’s key customer service functions (inbound
call handhing, billing and collection). For a time Alton handled most or all of the customer
service functions for AW’s regulated water companies. In 2004 AW made the decision to

' For most rate filing categories it is not possible to compare individual historical expense categories with
the budget, because the budget data was provided on “total spend™ basis, while only the “management fee” portion
of total expense was provided for the 2006 and 2007 historical periods. In the case of the CSC rate filing category,
“total spend” and “management fee” were nearly the same in the 2008 budget period, and given the nature of the
function, it is probable that the same is true for 2006 and 2007. Thus, for this rate filing category, Overland
determined it was reasonable to compare individual categories of expense between the budget year and the two most
recent historical years.

? Interview with Glenn Milton, AW Vice President of Customer Service, June 16, 2008.
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implement a second national call center, in Pensacola, FL. Calls were first routed to Pensacola in
the third quarter of 2005. The 2008 budget indicates that Pensacola is focused primarily on the
call handling function.

Cost Impact of Migrating from a Regional to a National Call Center Model - Centralized
operations should enable cost efficiencies to be obtained from economies of scale. Contrary to
what normally happens with scale economies, AW’s customer service expense per customer
increased significantly as AW moved from a local to a national call center model. As far as
Overland can determine, this is because the regulated customer base (to which AW apparently
allocates all CSC costs) has grown at an anemic pace, while CSC costs have grown significantly
as the national centers have been deployed. As shown below, CalAm’s requested test year CSC
expense per customer is nearly 70% higher than expense in 2003, before the first national call
center (Alton) was fully deployed. As the table demonstrates, CSC costs have grown far faster
than CalAm’s regulated customer base.

Ta eCSC3
A e a ae NaoaSe eCo a
NSCC o ¢ Se eCa Ce e Rae gCaego
Ma age ¢ eeA oa o ae Pe CaA

27

CalAm CSC $ 1,653,390 | $ 1,848,207 $2077784 | $ 2,404,557 1 $ 2,802,618
Customers per CalAm 167,834 171,783 171,783 171,824 171,444 172,628
Customers Pct Annual Increase 2.4% 0.0% 0.0% -0.2% 0.7%
Mgt Fee per Customer $ 98518 1076 | $ 11021 % 12091 % 140318 16.24
Mgt Fee Pct Annual Increase 9.2% 2.4% 9.8% 16.0% 15.8%

Source: Rate Filing Exh.B, Ch.4, Sec.!, Table 1; Customers per Exh B, Ch 9, Sec.1, Thl 6 (2003,) & OC-85 {2004-2007)

CalAm’s CSC expense per customer progressed upward through the following phases of national
call center deployment:

. 2003 - At some point in 2003, Alton was opened, but it was not fully operational.
CalAm’s annual cost per customer was $9.61.

. 2004 through Second Quarter 2005 - The Alton call center became fully
operational and CalAm’s annual cost per customer increased to just under $11.00.

. Third Quarter 20035 through 2006 - The Pensacola call center was added.
Common (allocable) costs increased due to an increase in call center staffing that
was not matched by a corresponding increase in regulated customers. CSC
expense per CalAm customer rose to $12.09 in 2006 as Pensacola became fully
staffed.
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. 2007 - By December, 2006, combined permanent staffing for Alton and Pensacola
stabilized at a headcount of approximately 670.> 2007 was the first complete
year that both centers were fully staffed. At the end of 2007, staffing remained at
about 670. Primarily due to full staffing at Pensacola for a full year, CalAm’s
CSC expense per customer rose to $14.03 for 2007.

. Test Year (Based on 2008 Budget) - Forecasted expense allocated to CalAm
continued to increase in the 2008 budget because of a projected increase of
approximately 50 employees over the permanent (non-seasonal) level of about
670 achieved at the end of 2006 and maintained in 2007. Nearly halfway through
the budget year, these extra employees have not actually been hired. As of May
31, 2008, headcount was 53 employees under budget. After adjusting for
temporary seasonal employees, CSC headcount mid-way through the budget year
remained at approximately the same [evel as year-end 2006. With the added
expense of 2008 budgeted employees that have not been hired, test year-
forecasted expense rises to $16.24 per Cal Am customer.

The Business Case for Adding Pensacola - Given the apparent lack of cost efficiencies achieved
in moving from local centers to the national Alton center, and the additional increase in expense
per customer when Pensacola was opened, Overland investigated the decision to add the
Pensacola center. A business case covering three options {add the Pensacola center, expand
Alton or outsource incremental needs) cited the following items in a page titled “rationale for a
second national call center:™

. 23 % increase in the customer base
. Business continuity
. “Quality resource availability” (which could reflect a lack of confidence in

Alton’s employees or difficulties experienced in dealing with them).

The business case does not say over what period the 23 % increase in customers was realized,
but as the table below shows, there has been barely any increase in regulated customers
nationally since 2004. For CalAm there has been virtually no increase in customers since
Alton’s deployment was completed in 2004. CalAm did not contribute the customer growth that
helped compel AW to add Pensacola and incur its additional expense, but as the rate filing shows
AW clearly expects CalAm to help pay for it.

* As shown in table 1, combined staffing was approximately 670 at the end of 2006 and at the end of 2007.
The increase of 30 FTEs from December 2007 and May, 2008, to 700, is due to seasonal employment. The
remaining additional 50 FTEs have not been hired.

* OC-18, American Water Customer Service Center - Dual Center Strategy Report, p.3.
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171,783

2/31/2004 3,193,681

12/31/2005 3,249 453 17% 171,783 0.0%
1273172006 (1) | 3,286,944 1.2% 171,824 0.0%
12/31/2007 3,308,296 0.6% 171,444 -02%

Source: OC-85.

(1) Adjusted to remove 5,137 customers double counted in Sacramento
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Service Quality - Increasing expense per customer (increasing cost, stagnant customer levels)
suggests a higher level of customer service. Below is a summary of customer service indicators
for AW starting with January, 2003. These statistics run through the period in which national
service was deployed in Alton (2003 and 2004) and the addition of Pensacola (late 2005 and
2006). The statistics do not appear to Overland to support a customer service improvement trend
commensurate with a nearly 70% increase in expense per customer.

T CSC
A
A P C S
C S
00 008
> . v
Calls Offered to Queue 328,778 | 368,417 | 428,261 | 357,637
Ist Call Effectiveness 91.77%| 92.52%| 87.13%] 75.65%] 92.51%| 91.45%
% Service Level <30 seconds | 73.85%]| 72.04%| 78.54%) 87.40%| 63.21%| 35.91%| 72.76%
% Customer Inquiries
Response within 3 days 95.00%| 95.50%]| 90.10%| 90.65%| 95.98%| 94.54%
Avg Speed to Answer (m:s) 46 25 18 J:36 4:.07 0:59
Avg Handle Time (min:sec) 5.28 5:14 5:52 5:49 6:04 5:48
IVR Self-Service Calls 11.07%| 18.70%] 21.54% NA NA NA NA
Written Corresp ondence
Answered w/in 3 days 100.00%] 100.00% NA| 7641%| 88.81%] 81.6i%| 70.65%
Track & Reduce Formal :
(Com.) Complete 206 171 9 2 555 601
Service Orders Completed as
Scheduled 53.02%| 95.00%| 81.58%| 99.48%| 98.16%| 97.30%| 98.66%
Shut Offs Worked as % of
Issued 63.43%| 54.48%} 68.98% NA] 88.82%| 65.04%| 74.26%
% Unscheduled Est. Readings 1.26% 0.52% 4.43% 1.16%
% Scheduled Est. Readings - - 12.30%] 12.47%
# Executive Complaints
Opened - 22 53 57
Source: OC-75 and OC-122.

Overland Consuiting
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Service Continuity - Another rationale AW put forward to justify the new Pensacola center is
service continuity. To accept service continuity as a reason, it is necessary to accept two
premises. First, it is necessary- to believe that customer call centers are so vital that service can
never be interrupted. Second, it is necessary to accept that AW was not able to insure service
continuity by expanding the Alton facility or by building redundancies and protections into it;
rather, that service continuity could only be achieved by adding a new center at a separate,
distant location.

During our interview with Glenn Milton, AW’s Vice President of Customer Service, we were
told that it has been necessary on several occasions to shut down the Alton call center.” When
we requested the statistics, we found the following service interruptions have occurred at Alton
in the 4% year period since January 1, 2004, shortly after the center opened®:

July 19, 2006 Alton customer service was off line for 30 minutes due to a
tornado warning.

November 30, 2006 The Alton center closed at 3 PM due to a winter storm warning. It
reopened the next morning at 10:30 AM.

February 21,2008  The Alton center closed at 3 PM, again due to a winter storm
warning. It reopened at 9 AM the next morning.

To put the service continuity issue into further perspective, it is important to understand that the
average American Water customer contacts a call center on an average of between 1.3 and 1.5
times per year.” It is also important to understand that water emergencies during the hours that
the call centers are not operating are handled locally by each water system. It is not at all obvious
to us that reducing a customer service interruption from a rate of less than one percent to zero
justifies a 42 % increase in customer service expense.®

Non-Regulated CSC Contracts and Customers

AW has contracts with more than 100 municipal customers to provide billing, collection and call
handling services. As far as Overland can determine, AW allocates the expense associated with
these services to regulated customers while recording the revenues as non-regulated. CSC
services provided to non-regulated customers could help explain:

5 Interview of Glenn Milton, Vice President of Customer Service, June 16, 2008.
¢ 0C-106.
7 OC-18 American Water Customer Service Center - Dual Center Strategy Report. p.4.

¥ 2008 budgeted expense for Pensacola is $15.7 million, about 42% more than the $37.0 million budgeted
for Alton.
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. Why the Pensacola call center was added in 2005.°
. Why, since the time national call center services were first deployed in 2003, CSC

expenses allocated to Cal Am have grown significantly faster, on an inflation-
adjusted basis, than regulated customers.

“Comparable” CSC Services Provided to Non-Regulated Contracts and Customers - In request
0OC-19 we asked CalAm to provide a list and copies of all contracts with municipalities and other
non-AW systems that used the services of the national call centers. AW responded with a list
and copies of the following four contracts:"

. Liberty Water (Services to a system owned by the City of Elizabeth, NJ)
. Edison Township, NJ

. City of Surprise, AZ

. Descanco, CA

Based on the wording, it did not appear the response provided a complete list of non-regulated
CSC customers and contracts. In OC-71 we asked AW to confirm that it was a complete list, or
to amend it and provide a complete list. AW stated that “the list (of four contracts) is a complete
list of contracts for service which would include call center services comparable to call center
services being provided to regulated utility subsidiary customers such as those of California
American (emphasis added).”"!

We also followed up with questions about how call center expenses were identified and charged
to these contracts. AW acknowledged that CSC expenses were not allocated to the non-
regulated contracts AW considered to be “comparable” to the services provided to CalAm."
AW added that it was “currently developing a new formula to apply to the call center costs in
2008.7"

“Non-Comparable” CSC Services Provided to Non-Regulated Contracts and Customers - It
turned out that AW had many more than the four non-regulated contracts listed in response to
OC-19. In fact, there are more than 100 contracts under which CSC billing services are provided

? Evidence that non-regulated services were a consideration in adding Pensacola can be found in the
business case document {OC-18) which cites “{in]ability to “sell’ customer service as a business development
opportunity to municipalities” as a “con” under an “outsourcing” option. “Outsourcing” and “Expanding Alton”
were options compared with Pensacola in the business case document.

" Response to OC-19.

I Response to OC-71-A.

"2 Responses to OC-73-C and OC-74-C

1> Qverland notes that there is no evidence of the new formula in the 2008 allocation factor support
provided in response to OC-85, nor is it evidenced in CalAm’s 2008 budgeted share of CSC expenses (5.42%),
which is virtually the same as the 2007 allocation (5.41%), and higher than the 2006 factor of 5.28%. CalAm’s

proposed test year allocation is higher even though CalAm’s share of total customers (the basis for the allocation)
has declined since 2006.
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to municipalities.' A list of the contracts is shown in Attachment 4-1." Currently, the contracts
for “non-comparable” services produce about $5.6 million annually in revenue, enough to offset
about 12% of the CSC’s 2007 operating expenses.

In responding to OC-71-B, AW objected to the follow-up question for a list of a// non-regulated
CSC contracts as “too broad and . . . burdensome.”'® However, AW then proceeded to answer
the question as follows:

There are additionally a significant number of [non-regulated municipal] contracts
in which other services are provided which we have since determined could include
“services” being provided by the call center to customers of the wastewater system
owned and operated by the municipality in which water service is already provided.
There are several contracts providing for billing and collection of trash . . . fees, and
several contracts providing for billing and collection of stormwater service fees.

AW then indicated its philosophy for assessing whether or not the cost of providing a service
should be allocated to a non-regulated contract.

Our initial determination was that these contracts only provided for adding a line to
the bill already being sent to a water customer, and computer services related to
applying remuittances to the proper municipality for amounts collected, which is all
done primarily on the computer system and not involving call center personnel.

The response contains an indication of the possibilities that such services require calls to be
handled by the call centers (“conceivable”) and service personnel to be dispatched (“not
included™).

It appears from the discussion in OC-71 that AW’s philosophy is that a service, such as customer
service, provided to both regulated and non-regulated customers, does not need to be allocated or
charged to the non-regulated segment (or below-the-line on the regulated company’s books)
unless it adds what AW thinks is a significant incremental cost to providing the service.'” This is
directly at odds with Overland’s understanding of California affiliate transaction and cost
allocation policies, which require a full distribution of all costs benefitting both regulated and
non-regulated operations.

 In a supplemental response to OC-71 provided several months after the initial response, AW provided a
tist of 104 non-regulated municipal customers of the CSC.

** Response to OC-210
' Response to OC-71-B.
" However, even in the cases where the company agrees that services provided to non-regulated customers

are “comparable” to those provided to the regulated water systems - as in the case of the Edison and Liberty systems
- it still does not actually allocate any cost to the non-regulated customers.
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Expense Allocations to CalAm

Historical recorded and CalAm’s test year requested distribution of CSC expense are shown
below.

Ta ¢eCSC6
Ae a ae Na oaSe eCo a
o a €CaA Pooe Te ea NSCMa age e ee
C o0e Se eCa Ce e Rae Ca ego

Direct Charges 1,120,467 750,453
National Allocations 38,121,655 | 43,715,739
Regional Allocations 118,685 6,451

Toa Ma age e ee| 3 360808 | 444 2643 168 43
CalAm Cost Distributions:

Direct Charges 63,787 55,347

National Allocations 2,015206 | 2,349,188

Regional Allocations (348) 22

CaA 0 20 8644 | 2404 2802618
CaA Pe e .28 41 42

Source: Data from OC-52

Directly Charged Expenses - Direct charges account for 2.3 % of the 2007 and test year
customer call center management fee distributed to CalAm.

Nationally Allocated Costs - These are collected and distributed from cost pool 100792,
described as “CP Customer Call Center Regulated Companies.” and from related benefits
(888888) and general (999999) overhead cost pools. The factor used to allocate cost pool
100792 (and related overheads) in the test year was 2006 customers.

CSC Recommendations

1. Test Year Expense - Overland recommends that test year CSC expense charged to
CalAm ratepayers be limited to the expense per customer recorded in 2003 (before
national call centers were deployed) plus price inflation, as measured by the 2003-2008
change in the consumer price index. Our recommended test year CSC expense charge to
CalAm is summarized in the table below.
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Ta e CSC
Ca fo aA e a ae
Ca ao ofTe ea Reo e e C o0 e Se eE e e
ae o 003Co e C o e P Co e P e faoT o¢g e 008

-

2003 CSC Expenses, Customers & Cost per

Customer
Estimated Total NSC (@ 5.42% of CalAm) $ 30,505,351 {Calculated (based on2008 allocation factor)
Cal-Am $ 1,653,390 |Rate Filing, Exhibit B, Chapter 4, Section I, Table |
Customers ) 167,834 [Rate Filing, Exhibit B, Chapter 6, Section 1, Tables 3,4,5,60r 7
C .8 13 {Calculated
Consumer Price inflation, July, 2003 through July.
2008
U.S. Department of Labor, Burcau of Labor Statistics, Consumer
May, 2003 1076 1 pice Index - Chained, Series 1d SUUR0000SAO, U.S. City i
Average, All Items, December 1999 = 100 (bttp://data.bla.govicg *
June, 2008 125.6 jbin/survey most)
M 003 008 1.16 3 J
2008 Inflation-Adjusted CSC Expense ‘ ’
CalAm $ 11.4994 |Calculated ($9.8513 X' 1.1673)
CalAm customers 12/31/2007 . 171,444 {OC-90
C A 008 A C I 1 0 |[Calculated

Total NSC Using 5.42% CalAm Allocation $ 36,374,668 |Calculated ($1,969,566 / .0542)

2. Allocation to CalAm - Even if the significantly increased level of CSC expense proposed
in the test year is accepted as reasonable, CalAm’s proposed test year allocation of CSC
expense to CalAm 1s overstated due to:

. A double count of 5,137 Sacramento customers in the CalAm customer allocation
factor. ,
. Failure to update CalAm’s allocation for a known and measurable change in

customers through the end of 2007 (California’s percentage of total customers
declined shightly in 2007)

. A failure to recognize and allocate costs to non-regulated municipal contracts

' receiving “comparable” and “non-comparable” customer services (customer
inquiry, billing and collection). As discussed above, there are more than 100 non-
regulated contracts with municipalities.

Should the Commission determine that test year CSC expenses incurred at the NSC level
should be allocated to CalAm (instead of allowing previously-authorized state-level
expense adjusted for inflation, as discussed above), we recommend a CalAm allocation
of no more than 4.56% (as shown in Chapter 2, Adjustment 14, Table 2-4).

3. Support for Cost Allocations to Non-Regulated Customer Services - With respect to non-
regulated services provided by the Customer Service Center, to prevent CalAm from

Overfand Consulting 4-10
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cross-subsidizing CSC services provided to non-regulated municipal customers,
Overland recommends that the Commission require CalAm to credit all revenue from
non-regulated CSC revenue sources (part of which is shown in Attachment 4-1) against
CSC management fees before the fees are distributed to CalAm.

Overland Consuiting 4-11



MAS REPORT 1
CAUSE NO. 43680
Page 88 of 180




Contracts for Billing Services (Water, Sewer, Garbage, Stormwater)

American Water

State District Name Contract Description
1A Quad Cities WW Billing Contract
L Chicago Metro - Wheaton Water WW Billing Contract
IL ChicagoM - Bolingbrk East-West WW Billing Contract
i Pekin WW Billing Contract/Garbage
iL Sterling WW Billing Contract
iL Alton WW Billing Contract/Garbage
IL Peoria Garbage Billing
L Centerville WW Billing Contract
L E St Louis WW Billing Contract
IL Fairmont WW Billing Contract
IL Sauget WW Billing Contract
iL Saunemin WW Billing Contract
ik Shiloh WW Billing Contract
IN Newburgh WW Billing Contract/Stormwater/Garbage
IN Richmond WW Billing Contract/Stormwater/Garbage
IN Summitville WW Billing Contract
IN Wabash WW Billing Contract/Stormwater/Garbage
IN Farmersburg WW Billing Contract
IN New Albany WW Billing Contract
iN Porter WW Billing Contract/Stormwater/Garbage
IN Sulfivan WW Billing Contract
IN Terre Haute WW Billing Contract
IN Winfield WW Billing Contract
KY Lexington WW Billing Contract/Garbage
MO Brunswick WW Billing Contract/Garbage
MO Jefferson City WW Billing Contract .
MO Jopiin WW Billing Contract/Garbage
MO Parkville WW Billing Contract
MO St Joseph WW Billing Contract
MO Warrensburg WW Billing Contract
MO City of Kansas City WW Billing Contract
Wwv Culloden WW Billing Contract
wv Advanced Environmental WW Billing Contract
Wy Barboursville Sanitary Board WW Billing Contract
wv Belle WW Billing Contract
Wv Cabbeli Utilities WW Billing Contract
Wy Chesapeake WW Billing Contract
WV Elk Valley PSD WW Billing Contract
Wwv Green Acres WW Biliing Contract
Wv Hinton WW Billing Contract
WV Linmont Sanitation WW Billing Contract
wy Marmet WW Billing Contract
wv N. Putnam PSD WW Billing Contract
Wv Huntington Sanitary Board WW Billing Contract
WV Sewage Systems, Inc WW Billing Contract
Wwv Sissonville PSD WW Billing Contract
Wwv Smithers Sanitary Board Ww Billing Contract
WV Spring Valley PSD WW Billing Contract
WV Town of Clendenin WW Billing Contract
TN City of Chattanooga WW Billing Contract
TN Hamilton County WW Billing Contract
™ City of Red Bank WW Billing Contract
TN Rossville, Ga WW Billing Contract
™ " Ft Oglethorpe, Ga WW Billing Contract
™™ East Ridge WW Billing Contract
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State District Name Contract Description

N Lookout Mountain WW Billing Contract Attachment 4-1

TN Walker City WW Billing Contract Page 2 of 2
VA Alexandria WW Billing Contract
VA Hopewell WW Billing Contract
PA Borough of Elizabeth WW Billing Contract
PA City of Warren WW Billing Contract
PA Borough of Greentree WW Billing Contract
PA Township of Baldwin WW Billing Contract
PA Castle Shannon Borough WW Billing Contract
PA Township of South Fayette WW Billing Contract
PA Mount Lebanon Municipal WW Billing Contract
PA Borough of Carnegie WW Billing Contract
PA Borough of Dormont WW Billing Contract
PA Borough of Homestead WW Billing Contract
PA Borough of Crafton WW Billing Contract
PA Cecit Township WW Bifling Contract
PA Borough of Nescopeck WW Billing Contract
PA McDonald Sewage Authority WW Billing Contract
PA Wallaceton Boggs Municipal Authority ~ WW Billing Contract
PA Collier Township WW Billing Contract
PA Yardley Borough WW Billing Coniract
PA Borough of Ingram WW Billing Contract
PA Caln Township WW Biiling Contract
PA Decatur Township WW Billing Contract
PA Borough of Heidelberg WW Billing Contract
PA Township of Scott WW Billing Contract
PA Borough of Kane WW Billing Contract
PA Connoquenessing Borough WW Billing Contract
PA Borough of Rosslyn Farms WW Billing Contract
PA Borough of Mt Oliver WW Bifling Contract
PA Borough of Whitaker WW Billing Contract
PA City of Clairton WW Billing Contract
" PA West Homestead WW Billing Contract
PA Collier Town Square WW Billing Contract
PA Glassport WW Billing Contract
" PA Thompson WW Billing Contract
PA Spring Township WW Billing Contract
PA Breniwood WW Billing Contract
PA West Hanover WW Billing Contract
PA Upper St Clair WW Billing Contract
PA Clark Summit WW Billing Contract
PA South Franklin Township WW Billing Contract
PA Norristown Municipal Authority WW Billing Contract
PA Baldwin Borough WW Billing Contract
PA Pleasant Hills WW Billing Contract
PA Sadsbury WW Billing Contract
PA South Coatesville WW Billing Contract
PA Bethel Park WW Billing Contract
PA Clarion Area Sewer Authority WW Billing Contract

YTD June 2008

2007 Contract Contract
. Revenue Revenue
Totals 5,508,272.20 2,840,753.28
Annualize 2008 2

2008 Annualized 5,681,506.56

Cal-Am asserts that information
as to the specific contracts is confidential.
Therefore, only totals are indicated.
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5. Local Service Company and
California Corporate Allocations to CalAm

This chapter discusses the Western Region {Local) Service Company (LSC) and California
Corporate General Office (CalCorp). Allocations from these units make up approximately half
of CalAm’s 2009 test year General Office (GO) operating expense revenue requirement. The
table below puts the three components of test year operating expense into context.

Ta e 1
Cafo aA e a ae
Te ea 009 eeaOff eOea gE e e
Se eCo 2

Description mpanyReauest [ (ool
National Service Company $8,357,126 49.57%
LSC 3,546,988 21.04%
CalCorp 4,954 495 29.39%
Toa 168 8609 100.00

Source: CalAm Rate Filing (Exhibit B - Chapter 6 - Section | - Table [A),
" | some summing required.

CalCorp employees typically focus all of their attention on CalAm matters, and therefore charge
100% of their costs to CalAm.! LSC employees provide support services to American Water
subsidiaries throughout AW’s Western Region, which includes California, Arizona, Hawaii,
New Mexico, and Texas.? As a result, only a portion of the LSC’s total costs are attributed to
CalAm. After taking into consideration the costs allocated to capital projects and rate cases, the

table below summarizes the company’s 2009 total projected operating costs for the LSC and
CalCorp and the resulting allocations to CalAm:

! Response to OC-137.

? CalAm Rate Filing, Exhibit B, Chapter 3, Section 1.
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LSC:
Administration (A) $2,788,698 ($392,682) $2,396,016 $746,600 31.16%
Business Development 2,020,833 - 2,020,833 353,278 17.48%
Asset Planning 495,073 (495,073) - -~ N.A.
External Affairs 636,305 (95,510) 540,795 266,738 49.32%
Finance 1,638,646 (387,185) 1,251,461 451,189 36.05%
Human Resources 780,795 (72,921) 707,874 275,241 38.88%
Legal 1,292,922 (274,608) 1,018,314 569,947 55.97%
Maintenance 475,136 (71,316) 403,820 199,179 49.32%-
Network 413,299 (7.954) 405,345 | 231,044 57.00%
Operational Risk 405,880 - 403,880 195,187 48.09%
Service Delivery 294,263 (44,167) 250,096 123,354 49.32%
Technical Services 363,187 (88,992) 274,195 135,231 49.32%
Environ Mgmt 145,167 (21,779) 123,388 -- 0.00%
T SC it 0 04 H 18 801 3 46 88 36. 0
C C N 8 043 603 308 108 4 44 4 44 100.00
Sources: CalAm Rate Filing, Exhibit B - Chapter 6 - Section 1 - Tables 1B and 1C, Company Workpaper GO-125, and to OC-141.
Note i: LSC Business Unit/ Function amounts were recomputed by Overtand. Due to rounding, they may be slightly different than
the company’s internal computations.
Note 2: While CalAm was able to provide the underlying detail of its LSC projections by business unit / function, it could not do the
same for CalCorp because non-labor dollars are budgeted only in total (per e-mail correspondence from Rebekah Pool on July 26,
2008).
{A) Overland attributed minor unreconciled differences between the CalAm Rate Filing and its own recomputations to the
Administration Business Unit / Function.

Past Changes in the LSC and CalCorp Organizations

As described by CalAm in its rate filing, the 1.SC consists of employees located predominately
in Phoenix, Arizona and several offices in California that provide administrative and
professional support to subsidiaries in AW’s Western Region.” From a functional standpoint, as
evident in the preceding table, these employees provide regional shared services such as
Administration, Finance, Human Resources, and Legal to both regulated and non-regulated
businesses of American Water.

3 CalAm Rate Filing, Exhibit B, Chapter 3, Section 1.
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CalCorp employees are all located in California and exclusively support CalAm.* CalCorp
provides many of the same types of administrative and professional services to CalAm as the
LSC currently does or had done previously (e.g., finance, legal, engineering, etc.). This is not
completely surprising since a significant percentage of the dramatic growth in the CalCorp
organization in the past several years can be attributed to employees reclassified from the LSC to
CalCorp. This is demonstrated in Attachment 5-1 which is summarized in the following table:

Ta e 3
A e a ae e Rego Se eCo a SC a Caclo
ea o A
00 Ma 008

ee €9 00 ea o 6

Net Reclasses Between the LSC and CalCorp (7)

New Positions Added I8

Qld Positions Eliminated (18) -

ee e 30 006 ea o 6 1

Net Reclasses Between the LSC and CalCorp (10) 10

New Positions Added 16 16

0Oid Positions Eliminated (17) (6)

ee e 31 00 ea o M 4 3

Net Reclasses Between the LSC and CalCorp -~ -

New Positions Added 7 5

Old Positions Eliminated (7 (2)
Ma 31 008 ea o 4 40
Derived {rom responses 10 OC-7 and OC-92.
Note: The LSC employee headcount totals exclude®? intems as of December 9, 2005;
December 30, 2006; and May 31, 2008.

The 17 employees reciassified from the LSC to CalCorp (7 in 2006, and 10 in 2007) account for
all but one of the 18-employee reduction (72 - 54) in the LSC in 2006 and 2007. CalAm
attributes the exodus to a decision made by management to “shift to a strong state organizational
structure.”™ In other words, some of the multi-jurisdictional duties of the LSC organization were
grouped into distinct positions and assigned primarily to single-state-focused CalCorp.

CalAm should be indifferent to this change in assignment of employees between the LSC and
CalCorp since its service level should be unaffected. (For example, if each employee of a 10-
person Finance department at the LSC level is charging 20% of his / her time to CalAm before
the “strong state organizational” shift, this would be equivalent to having 2 Finance employees at
CalCorp working exclusively on CalAm with no additional assistance from the 'LSC Finance

* Responses to OC-7, OC-92, and OC-137.

> Quote attributed to response to OC-203. However, the idea of a state-focused organization was also
mentioned in other data responses, including OC-88 and OC-137.
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Department.®) However, this is not what actually occurred. Even though 17 fully-dedicated
employees (post-reclassification) were “moved” from the LSC to CalCorp during 2006 and
2007, the LSC headcount equivalent that continued to charge CalAm did not change (27 in both
2005 and 2007), and the amount allocated to CalAm by the LSC remained nearly the same —
$4,216,853 versus $4,207,831.7

With the exception of the one-person Service Delivery business unit / function, no new
organizations were added to the LSC between December 2005 and May 2008.* The only
business unit / function that increased substantially at the LSC during this time period was Legal,
which would only account for four or fewer equivalent headcount aitributable to CalAm.’ In
combination, neither of these groups provides a plausible explanation for the level of cost that
continues to be charged to CalAm by the LSC.

When a company is subject to regulation in multiple jurisdictions, the movement of employees {
from one organization to another must be given particular attention. Especially when rate case ;
test years in these jurisdictions involve different time periods, employees whose costs are

shuffled from one jurisdiction to another are subject to mampulation and can be effectively

recouped multiple times. To evaluate this risk, Overland requested information regarding other

general rate cases in AW’s Western Region, but CalAm did not provide a meaningful response.'®

Overland recommends the allocation of the labor costs of the remaining employees who were
reclassified from the LSC to CalCorp in 2006 and 2007 be limited to their pre-movement
allocation percentages." This will partially offset the increases in costs that were artificially
created by the reclassification of employees from the LSC to CalCorp and mitigate the potential
for manipulation of cost allocations in multiple jurisdictions.

% In this simplified example, it is assumed that the salary levels of all employees are similar. Assigning “
only high-cost or only low-cost employees to CalCorp would skew the results. :

" CalAm Rate Filing, Exhibit B - Chapter 6 - Section 1 - Tables 2 and 1B,
® Derived from responses to OC-7 and OC-92.

? Legal had seven employees in May 2008, the same number as projected in its 2009 request. For
projection purposes, those seven employees were expected to charge the equivalent of 4 headcount to CalAm. In
December 2005, Legal had one employee.

While the percentage increases in Maintenance and Operational Risk were arguably significant (200% and 50%,
respectively), the actual number of employee additions was not (2 and 1, respectively).

10 Response to OC-138.

" Overland considered all seventeen employees in its analysis. However, we concluded that five of the
employees would have no impact on our recalculation either because these employees subsequently were reclassified
to another organization (and thus were not included in the 2009 CalCorp request) or because the employees™ post-
movement job title implied that they had different responsibilities.
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LSC

CalAm’s 2008 budget is the basis for test year 2009 LSC costs. However, unlike the NSC, the
LSC’s 2009 projection was inflated over 2008 levels. Most non-labor costs were inflated from
2008 to 2009 by 2.5%. Most 2008-2009 labor cost increases ranged from 3% to 5%."

CalAm presented its test year LSC cost on an object-account basis (e.g., Salaries, Employees
Expenses, Legal Services, etc.).”” Because the underlying calculation of the allocations of the
LSC non-labor costs were driven largely by business unit / function, the following table
summarizes the data in this more relevant format. However, because CalAm grouped some of
the business unit / function data differently when providing actual costs, the presentation is
slightly different than that presented in Table 5-2.

' T 4
A R S C SC
sCcC U
R 17 2R A z s R
s GV s e e Ui Nt Shl T e v
i Administration $3,434 416 $3,684,466 $2,616,020 $2,788,698
i External Affairs 721,306 632,551 614,390 636,305
Finance 3,228,805 1,722,629 1,577,768 1,638,646
Human Resources 698,273 585,844 752,897 780,795
Legal 763,329 704,046 1,247,575 1,292,922
Operational Risk 428,381 471,019 536,810 405,880
Environ Management 285,255 321,926 139,814 145,167
Engineering (A) 2,476,083 1,824,043 826,322 858,260
Operations (B) 4,053,064 3,477,84) 3,091,854 3,203,531
Customer Service 552,594 581,028 - -
Total Costs $16,641,506 $14,005,393 $11,403,450 $11,750,204
Less: Capital Expenditures (2,555,834) (2,520,109) (1,870,625) (1,952,187)
Less: Non-Regulated {4,038,461) (2,250,914) (1,878,574) (1,960,594)
T R (8] E 1604 11 343 0 64 1 83 43
C A'A O E 486 14 4 0 831 341 4 3 46 88
T E A 6 60 C C
Sources: Derived from responses to OC-110, OC-141, Workpaper GO-128, CalAm Rate Filing, Exhibit B -
Chapter 6 - Section | - Table 1B, and e-mail from Rebekah Pool dated July 21, 2008.
{A) Includes Technicai Services and Asset Planning.
(B) Includes Network, Service Delivery, Maintenance, and Business Development.
{C) Amount obtained from company Workpaper GO-126 for 2008. Since there was no change in the FTE’s
charged to CalAm between 2008 and 2009, the 2008 10tal was carried forward to 2009.

Given the movement of employees between LSC business units and from the LSC to CalCorp
and other organizations, we were not able to rely on fluctuation analysis at a business unit or

12 Response to OC-141.

3 See CalAm Rate Case Application, Exhibit B - Chapter 6 - Section 1 - Table 1B.
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" function level as a basis for evaluating the test year. Instead, we performed a global, top-down
review. Issues identified by the review are as follows.

LSC Headcount Included in CalAm’s Request. Underlying CalAm’s request to recover LSC-
allocated costs is a projection that the LSC will employ 57 people who will charge a portion of
their time (21 full-time equivalents according to the company) to CalAm in 2009."* As of May
31,2008, the LSC employed 54 people {excluding two External Affairs interns).” The
following table compares the headcount trend for the past several years with CalAm’s forecasted
test year:

T
A R S C SC
SCE
2?‘, o s .
Administration S 7 3 3 4
Business Dev 11 7 5 6 8
Asset Planning : 9 4 2 4
External Affairs 4 2 2 4 3
Finance 14 14 14 13 11
Human Resources 5 3 5 6 5
Legal 1 3 6 7 7
Maintenance I 1 3 3 3
Network 8 8 5 4 5
Operational Risk 2 2 3 3 3
Service Delivery - - ] 1 1
Technical Sves i 3 2 - 2
Environ Mgmt 2 i 2 1
Production S 3 - - -
Cust Relations -~ i -- - -
Engineering 7 -- -- - --
T 6 4 4
Sources: Responses to OC-7 and OC-92. Workpaper GO-126.
Note I: LSC employee headcount totals exclude intern positions. Note 2: Jtis
assumed that the 2009 total projected employees for the LSC are the same as 2008
since FTEs are the same for both years.

" CalAm Rate Case Filing, Exhibit B - Chapter 6 - Section 1 - Table 2 and Workpaper GO-126. Although
Workpaper GO-125 indicates that 59 employees are included in the L.SC, the underlying calculation of costs does
not incorporate 2 of the positions. 2008 employee levels are assumed to be the same for 2009 since FTE’s remained
the same from 2008 to 2009.

13 Response to OC-92.
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As the table demonstrates, employees assigned to the LSC organization have been decreasing for
several years. CalAm’s test year reflects a reversal of this trend. Overland believes that
employees actually hired and employed mid-way through 2008 1s a more objective starting point
for calculating expected labor costs. Using positions actually filled in May 2008 rather than
CalAm’s projections, Overland recomputed the labor expense allocated from the LSC to
CalAm. In addition, because the allocation of non-labor charges is a function of the resulting
allocations of labor charges (either at a business unit / function level or an entity level), Overland
also recalculated non-labor allocations for the entire LSC organization.’® These changes are
included in the adjustments discussed elsewhere in this report.

Jurisdictional Allocation of LSC Labor - Allocation of labor costs to Western Region
jurisdictions is determined by the formula or billing code chosen by employees as they fill out
time cards. In 2006 and 2007, over one-third of all hours charged by LSC employees was
allocated on the basis of Western Region customer counts. {formulas 100014 and 100020). Of
this, a little less than half was allocated to CalAm."” A significant portion of the remaining hours
were directly charged to specific jurisdictions.

In projecting future jurisdictional allocations, CalAm relied on the judgment of the managers of
each LSC function. As part of this process, employees identified as working entirely for one
jurisdiction were directly assigned and those providing services to multiple jurisdictions were
assigned to the LSC." Projected jurisdictional allocations for the LSC were prepared at an
employee level.”

To evaluate test year LSC employee allocations to CalAm, Overland asked for the historical
allocations of time and labor costs for all LSC employees. CalAm did not provide a meaningful
response to either of these requests.”® As such, the only comparison of jurisdictional allocations
we were able to make was at the entity level. As obtained from the rate filing, the following
table summarizes CalAm’s allocation of costs from the LSC (after taking into consideration
allocations to capital expenditures):

te Theoretically, changes in assumed headcount would also impact total dollars spent on such non-labor
costs as employee training, employee expenses, telephone, etc. Since the relationship is not direct, Overland did not
propose changes to the totals of these types of costs.

"7 Derived from responses to OC-29 and OC-85.

8 Response to OC-181.

' Workpaper GO-126 and response to OC-141.

0 Responses to OC-139 and OC-181. In OC-139, Overland asked for the 2006 and 2007 hours charged by
LSC employee to each jurisdiction. CalAm limited its response to time charged by function to CalAm. In OC-181,
QOverland requested the underlying support for the allocation of 2007 LSC labor between jurisdictions by employee.
CalAm provided a summary of time card formulas charged by employee. No explanation was provided for the
resulting formula allocations nor for the raw data used in calculating the formulas.
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CalAm Allocation {A) $4,216,853 | $4,869,142 | $4,207.831 $3,471,949 $3,546,988
Total LSC Costs: 12,970,330 16,641,506 14,005,393 11,403,450 11,750,204
Less: Capital Expenditures | (2,065,404) | (2,555,834) | (2,520,109) (1,870,625) (1,952,187)
T 0 ME 10 04 6] 1408 6 1148 84 3 8 801
C A A C 38.6 34. 36.64 36.4 36. 0

Source: CalAm Rate Filing, Exhibit B - Chapter 6 - Section | - Table 1B.
Row {C) = Row {A) 7 Row (B)

Given the organizational changes within functions, the results of this test are not defiitive.
However, it does suggest that the allocations from the LSC to CalAm are not unusually distorted
in the test year.

Overland recommends the recomputation of jurisdictional allocations for employees whose costs
were based on projected customer counts. As proposed by the company, this affects 23
employees.? Overland recommends that actual 2007 customer count data be used instead as it is
a more objective measurement. This change in allocation factors would not have a material
impact on the results of the analysis above.

Capital Expenditure Assignments and Allocations®™ - A portion of total LSC costs incurred are
assigned to capital projects and not charged to operating expense. These capital projects are
typically associated with property owned by the operating companies rather than one of the
service companies.”

Costs assigned to capital projects occur in one of two ways. Either the employee directly
charges a specific work order on his or her time card, or general capital charges are accumulated
and distributed to multiple active projects using a pre-determined rate.** Projected capital
expenditures for the rate case application were based on management estimates.”

2 Response to OC-141.

22 - . . .. . . .
CalAm combined capital project and rale case amounts in its disclosure. For purposes of discussion, we
refer to the amounts deferred as capital expenditures.

2 Response to OC-189.
24 :
Response to OC-189.

%% Response to OC-180.
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As was the case with a request for jurisdictional allocation back-up, Overland was not provided
with the capital expenditure detail requested.”® The following table summarizes the capital
expenditures as a percentage of total LSC costs for the last three years and the two projected
years employed in CalAm’s rate application:

Capital Expenditures 52,065,404 $2,555,834 $2,520,109 $1,870,625 18
Total LSC Costs: 12,970,330 16,641,506 14,005,393 11,403,450 11,750,204
Cap X as a % of Total 15.92% 15.36% 17.99% 16.40% 16.61%

Source: CalAm Rate Filing, Exhibit B - Chapter 6 - Section | - Table 1B,

Based on the limited data made available to us, the amounts assigned and/or allocated to
projected capital expenditures do not appear to be significantly out of proportion to the total
costs projected to be incurred at the LSC. '

Business Development Costs. In its current rate application, CalAm is requesting recovery of
‘expense from the LSC’s Business Development business unit / function. Business development
expenses are not included in current rates.”’” In fact, CalAm’s testimony highlights business
development a “potentially contentious” issue.” '

According to the testimony of Christopher Buls, Vice President of Finance for the Western
Region:”

Business Development supports the regulatory business and benefits the customers
by seeking regulated acquisition and other related growth opportunities which will
increase the size of the customer base and its revenue stream , allowing fixed costs
to be allocated to a greater number of customers.

In the past ten years, CalAm has completed six acquisitions {excluding the 2002 Citizens
Utilities acquisition), which is equivalent to one every twenty months. Since 2005, CalAm’s
customer base has been as follows:

2 Response to OC-180. Overland requested the underlying support for the allocation of 2007 LSC labor
between operating expense and capital expenditures. CalAm provided a summary of time card formulas charged by
employee. No explanation was provided for the resulting formula allocations nor for the raw data used in calculating
the formulas.

g

esponse to OC-14.
2 CalAm Rate Filing, Exhibit B - Chapter 1 - Section 4 - Table 1.

¥ Direct Testimony, p. 19.
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Lo

169,358 169,475 167.866
Wastewater 2,369 2,281 2,248
Toa 11 11 6| 10114

Sources: CalAm Rate Filing, Exhibit B - Chapter ¢ - Section 1 - Table
6 and response to OC-90.

Note: Customer count data for CalAm was not consistenily applied in
the rate application and at times incorrect information was used (see
response ta OC-90).

{A) Excludes Felton district.

Excluding wastewater customers, CalAm forecasts that total water customers will increase to
171,298 in 2009.%° Assuming that wastewater customer counts remain constant, this amounts to
an increase of 3,432 customers over 2007 counts; or 1,716 customers per vear. To add this 1%
per year to its customer base, CalAm proposes that it be allowed to annually recover $352,746 in
Business Development allocated from the LSC, and an additional $30,439 from the NSC.*!

On a per customer basis, the 2009 LSC costs allocated to CalAm without Business Development
allocations or the projected increases in customer base are:

$18.78 per year per customer = ($3,546,988 - $352,746) / 170,114 customers

Including the Business Development function in cost of service and assuming the projected
increase in customer base, the per customer amount after the second year is:

$20.44 per year per customer = $3,546,988 / (170,114 + 3,432)
Thus, CalAm’s request is to add 8.8% to LSC cost per customer for Business Development.

The premise of adding business development costs to regulated expense 1s that customers
acquired through the effort will benefit rates by spreading costs over a larger customer base. In
this case there is no evidence that L.SC business development efforts have noticeably added to
the CalAm customer base in the past, and the minor customer count increases projected in the
rate case obviously do not justify the additional costs included in CalAm’s request. As a result,
Overland recommends that the expense of the L.SC Business Development function be excluded
from CalAm’s requested revenue requirement.

% CalAm Rate Filing, Exhibit B - Chapter 9 - Section 1 - Table 6 and response to OC-90. Adjusted to
exclude Felton district (1,330).

3 $352,746 is the amount referenced by the company in its application. This is slightly different than the
amount disclosed in its workpapers and responses to data requests.
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Other LSC Issues

Payroll Reserve - Before jurisdictional and capital expenditure allocations, CalAm included
$102,500 for an LSC “bonus or promotional increase reserve” in its request. According to
CalAm, this was intended to offset any awarded raises outside of normal merit increases, non-
budgeted promotions, and vacant positions filled at higher pay due to changes in market
conditions.”? However, just as positions may be filled with people who are paid at higher rates
than originally projected, some will be filled with people who are paid less than originaily
budgeted. CalAm has already included an average inflation component in its LSC base salary
projections of 3.6% between 2008 and 2009.* Overland does not believe it is necessary to layer
another 2.0% of unspecified labor increases on top of these projected costs. We recommend the
payroll reserve be excluded from CalAm’s test year expense.

Base Salary Omissions - Based on a review of the support for LSC’s labor costs allocated to
CalAm, Overland discovered that the base salaries of two employees in the Operational Risk
business unit / function had been omitted from the 2009 projections.* CalAm confirmed that
this had been done in error.*® In its adjustments, Overland recommends that these omitted costs
be included in CalAm’s request.

Incentive Compensation - Included in the costs allocated to CalAm from the LSC are costs
associated with incentive compensation ($233,430 and $241,823 in 2008 and 2009,
respectively). These allocations are based on estimates for LSC employees of $764,729 in 2008
and $792,224 in 2009.3¢ LSC employees received only $479,116 in incentive pay associated
with the 2007 plan year.*” Overland requested support for the higher incentive pay projections
and received plan documentation for employees assigned to salary bands 14 through 5. No
documentation was provided for higher-level employees in salary bands 4 through 1. We
recommend excluding the unsupported incentive compensation associated with employees in
salary bands 4 through 1 and we recommend the 2007 plan year awards be used as a basts for the
test year. Incentive compensation and our recommended adjustment is discussed in more detail
in Chapter 2.

2 Response to OC-179.

3 Derived from the response to OC-141. This computation adjusts for the fact that CalAm erroneously did
not include the base salaries of two employees within its Operational Risk function in 2009.

34 Response to OC-141.
3% E-mail from Rebekah Pool dated August 2, 2008.
3 Response to OC-141.
37
Response to 0C-20.

38 Response to OC-182.
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CalCorp

CalCorp is a service company organization with employees stationed in offices throughout
California.”® Its costs are entirely charged to CalAm.”® CalCorp provides administrative
services in functional areas similar to those in the LSC. They include:*'

. Business Unit No. 51001 - Network

. Business Unit No. 51005 - Administrative

. Business Unit No. 51006 - Field Services {Service Delivery)
. Business Unit No. 51012 - Finance / Rates

. Business Unit No. 51014 - Engineering

. Business Unit No. 51016 - Maintenance

. Business Unit No. 51026 - Project Delivery

. Business Unit No. 51027 - Planning (Developer Services)

While CalCorp prepared its labor cost projections by employee, its non-labor cost projections
were only available at the entity level by object account.” Attachment 5-2 presents CalCorp’s
2006 and 2007 actual costs side-by-side with 2008 and 2009 projections. Differences between
this exhibit and CalAm’s Rate Filing, Exhibit B - Chapter 6 - Section 1 - Table 1C are due to an
oversight by the company when submitting its application.”® Because the error was related to
historical amounts only, it had no impact on the company’s request.

As previously noted, CalCorp has undergone a transition in the past few years as employees who
once were housed in the LSC have been reassigned to CalCorp. As Table 5-3 shows, at the end
of 2005, CalCorp had six employees. Two and one-half years later, it had 40 employees.

CalCorp Headcount Included in CalAm’s Request. CalAm has included 51 CalCorp employees
in its 2009 test year GO revenue requirement.” As shown in the following table, this is
substantiatly in excess of actual headcount as of May 31, 2008:

3 Response to OC-92.

0 Response to OC-137.

“! Response to OC-165.

2 Response to OC-142 and e-mail clarification from Rebekah Pool dated July 28, 2008.
“ Response to OC-124.

* CalAm rate filing, Exhibit B - Chapter 6 - Section 1 - Table 2.
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Ta ¢
A e a ae Cafo aCo oaeSe eCo a CaCo
E oee ee

o0 7

04

Network 2 3 -
Administrative 1 10 i 9 1
Field Services - - 3 3 3
Finance / Rates -- i 7 8 1t
Engineering - - 2 7 3
Maintenance -- - - 2 3
Project Delivery 4 4 8 10
Planning i 2 4 -- 9
Legal - - -- - I

Toa 6 1 3 40 i

Source: Responses to OC-52, OC-7, and OC-166.

Note: The 2009 projections are listed by “department.” The historical data is listed by “business
unit.” Although both classifications use common terminology, there may be ditferences that would
complicale any comparisons made between the two.

A significant percentage of the historical employee increase shown above is due to the
reclassification of LSC employees to CalCorp. The increase in CalCorp A&G personnel in 2006
and 2007 came at a time when CalAm had a static customer base. This, together with the fact
that allocations from the LSC have not decreased, indicates that the combined LSC and CalCorp
organizations are becoming less efficient.

On top of increases that have already occurred, CalAm’s GO revenue requirement proposes to
increase the CalCorp workforce by another 27.5% between May 2008 and 2009. Overland does
not believe that this increase is warranted and recommends that test year labor from CalCorp be
fimited to positions filled as of May 31, 2008.

Reclassification of L.SC Employees to CalCorp. In 2006 and 2007, seventeen employees were
“moved” from the multi-jurisdictional service provider LSC to the CalAm-focused CalCorp
organization. Only one of these employees actually physically moved to another city, and with a
lone exception, all had the same or a very similar position titles after the organizational
transfer.® It is quite possible that sixteen of the seventeen employees worked from the very
same office before and after this organizational change.

All other things being equal, the re-branding of these employees from LSC to CalCorp resulted
in a shift of costs from other jurisdictions to CalAm. When working at the LSC, labor costs of
many of these employees were directly assigned or allocated to five different jurisdictions. At
Cal-Corp, they are assumed to work entirely for CalAm.

43 Responses to OC-7 and OC-92 after taking into consideration global job type and description changes.
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As discussed above, the decision to focus on a “strong state organizational structure™ should
have resulted in the same or lower cost allocation to CalAm from the combined LSC and
CalCorp organizations, assuming the change “reduce[d] conflicting priorities.” Instead, total
operating costs have increased from approximately $6,584,000 in 2005 ($4,218,000 from the

- LSC and $2,366,000 from CalCorp) to approximately $7,779,000 in 2007 ($4,208,000 from the
LSC and $3,571,000 from CalCorp). For 2009, CalAm’s requested allocations exceed
$8,501,000, a 29% increase over 2005

Overland has addressed part of this increase by recommending that CalCorp only be allowed to
charge CalAm for employees on the payroll as of May 31, 2008. In addition, Overland believes
that the potential for cost allocation manipulation can be partially mitigated by limiting CalAm’s
test year to labor allocations based on the organization before management decided to adopt a
“strong state organizational structure.” Regarding the latter, the focus of our review was on the
17 employees who were re-assigned from the LSC to CalCorp in 2006 and 2007.

Of the 17 LSC employees re-branded as CalCorp, three were not included in CalCorp’s 2009
labor projections, and two had notable changes in position descriptions. It is not necessary to
make an adjustment for these employees. For the remaining 12 employees, we recommend a test
year allocation to CalAm based on percentages effective in the time period immediately before
they were “moved” from the LSC to CalCorp.

Costs Associated with Legislative and Political Influence - In Decision 03-02-030, the
Commission disallowed the inclusion of CalAm’s Director of Government Affairs position in
rates. The Commission was particularly concerned with the lobbying aspects of the position.
The disallowed position had the following responsibilities:**

. Monitors and provides input to positively influence proposed legislation and
emerging issues that could affect the company.

. Assists in determining action or positions regarding governmental matters.

. Develops and maintains effective working relationships with federal, state and
local legislators, officials and members of regulatory authorities.

. Assists the President in communicating with government officials at all levels

regarding company positions on federal/state legisiation and regulations.
. Coordinates communications and personal contacts by company management

with elected and appointed officials.

46 Response to OC-88 (B Kent Turner discussion).
7 CalAm Rate Filing. Exhibit B - Chapter 6 - Section 1 - Tables 1A.

“ CPUC D.03-02-030, pp. 22-23.
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In the current rate filing, CalAm has requested that costs incurred by CalCorp for a Director
Government Affairs (State) be included in its rates.’ As with the position reviewed previously
by the Commission, this position reports directly to the President according to the company’s
organization chart.”

CalAm provided a job description for the Director Governmental Affairs (Job Code 450702) that
lists the exact same five responsibilities as the position previously rejected by the Commission.”!

In its adjustments, Overland recommends that the labor costs associated with this position be
excluded from CalAm’s rates.

Other CalCorp Issues ,

Incentive Compensation - O&M expense assigned from CalCorp includes forecasted incentive
compensation of $264,925 and $274,451 in 2008 and the 2009 test year, respectively. These
amounts are based on CalCorp incentive award estimates of $523,091 in 2008 and $541,898 in
2009.% Total CalCorp incentive awards for the 2007 plan year were $293,454.% When we
requested support for the higher test year forecasts, we received incentive plan documentation
for employees assigned to salary bands 14 through 5, but not for higher level manager in salary
bands 4 through 1.>* After excluding the unsupported incentive compensation for employees in
salary bands 4 through 1, Overland recommends that test year incentive compensation be limited
to 2007 plan year awards, adjusted for salary inflation through the test year. Incentive
compensation is discussed in detail in Chapter 2.

CalCorp Labor Separately Requested as Rate Case Expense - As noted in Chapter 7, the time and
associated labor costs of certain CalCorp Rate Department employees are being requested in
both the operating expenses allocated by CalCorp to CalAm and deferred rate case expenses
(amortized over a three-year period). This request is not particularly unusual except that CalAm
has requested that more than 100% of four salaried employees’ labor costs be permitted in
rates.”

N Response to OC-92.
50
Response to OC-2.

' CalAm only provided one job description for the Director Governmental Affairs. As Jisted on the job
description, this position reports to the Company President {Regional Level). While the Job Code for this job
description is different than the Job Type listed in the employee listing provided in response to OC-92, it is nearly
certain that the two positions are one and the same.

52 Response to OC-142.

3 Response to OC-20.

4 Response to OC-182.

55
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As an example, CalAm projects that an analyst will spend 799 hours of her time on the
current rate application.*® Assuming no holidays or personal time off; this equates to 38.4%
of her available annual hours (799 / 2,080). At the same time, management also concluded
that the analyst will spend 90% of her time on CalAm matters charged entirely to operating
expense.”” In effect, CalAm has included nearly 2,700 hours of the analyst’s time (and more
importantly, her labor costs) in this rate filing (799 rate case hours + 1,872 operating expense
hours, the latter being 90% of 2,080 hours in a year). The company treated the labor expense
of three other CalCorp employees similarly. CalAm’s rationalizes this by claiming that time
associated with rate cases is dictated by the way the current revenue requirement was
developed in the past, but time associated with operating expenses will be guided by its new
organizational structure and a new philosophy on labor distributions.’

Overland is not persuaded by the company’s explanation. In its application, the company is
requesting that ratepayers fund at least 115% of the labor costs of four different CalCorp
employees, and that is a conservative estimate. As noted previously, Overland has not
included any estimates of employee time off for holidays, vacation, training, or sickness. In
addition, if labor costs of these employees are being recovered in rate case expenses of other
junsdictions, Overland’s estimate of over-recovery is further understated.

In our adjustments, we have excluded the labor costs in excess of 100% of available hours for
these four employees.*

% Response to OC-54, Company Labor support.

37 Derived from OC-142 (384,274 of total allocations to operating expense / $93.638 of fotal labor
costs).

53 Response to OC-182.

* Two of the four employees were involved in the CalCorp reclassification of LSC employees.
Because their allocation of labor costs was previously adjusted to levels that are consistent with the rate
case costs being requested, it was not necessary to make a second adjustment.
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LSC and Cal Corp
Employee Count Activity
December 2005 - May 2008
Net Net
12/9/2005 Net Transfers Movements New Positions  Old Positions 12/30/2006 Net Transfers Movements New Positions  Old Positions 1213172007
Home Employee (to) / from between LSC Added to Eliminated Employee (to) / from between LSC Added to Eliminated Employee
Business Unit Dept Name Count Cther Depts & Cal Corp Dept from Dept Count Other Depts & Cal Corp Dept from Dept Count
. 33001 WE-Produclion ' J 5 @ B ) s RV ) .
33002 WE-Network 8 @ 4 (@) 8 < 1y - @ 5
03 WE-Customer Relations S B . L - ] T e e o5 R &) S
1 S . 2, - 3 () A L 2
5. o8 : . @) 7 12 o B 3
. . - - - 1 : - - 1
14 - 2 (2) . 5 s T 14
2 - - L R S I N 1
7. - - (2), . < - - .
1 - 3 1y 3 - 4 Q] 6
b e A, 1 o . . T T 2 s 2. T 3
.. WE-Human Resources 5 - @ 1 ) - - 2. : 5.
WE-Operational Risk 2 - . . 2 . i ) 3
ine 1 @ 1 ) 7 - 9 - M. 5.
4 - . (2 2 : . : 2.
6 1 3 (1) 9 - 1) 1. (5) 4°
72 - M 18 (18): 65 - {10y, 16 ) 54
. - - i 1 - 2
1 - 6 3 - 10 (6) 3 7. {3) 1
. . - 1 2. - 3
- - - 1 - 1 - 4 2 - 7
. . - 1 ot - 2
- - RETUR 4 B - 1 ), 8
i 1. LT o2 R S - 2 () 4
3 - 7 4 - 17 - 0 16 (6) 37

Sources: Responses to OC-7 and 0OC-92,




MAS REPORT !

CAUSE NO. 43680

Page 108 of 180
Attachment 51

LSC and Cai Corp
Employee Count Activity
December 2005 - May 2008

(cont, from
previous pg)
Net
12/31/2007 Net Transfers Movements  New Positions  Old Positions 5/31/2008
Home Employee (to} / from between LSC Added to Eliminated Employee
Business Unit Dept Name Count Other Depts & Cal Corp Dept from Dept Count
WE-Production _ : - Co- . - .
WENetwork i s - - _ (1 4
‘WE-Customer Relations : - - - M .
WE-Tech Services 2 - - @ -
WE-Administration 3 - . - 3
14 1 N 13
. 1 . ! - 2
. WE-Engineering - . - - -
WE:Legal 6 - 1 . 7
WE-Maintenance 3 - - . 3
s - 1 - 6
s : : - 3
5. 1 1 (M 6
2 - 2 L V. 4.
4 - - 2y 2
54 - . 7 M 54
-.. « - 1 . =
) . 1 -
A SR, P - - . -
51012 CAL-Corp . . .
51014 CAL-Gorp - 3. -
. G P - - -
) 51026 iCAL~Corp - - -
.. 81027 CAL-Corp : - ()
...... - - 5 ) 40

Sources: Responses to OC-7 and OC-82,
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‘Actual Actual Budget Budget
Account 2006 2007 2008 2009
Salaries 1,045,068 2,484,846 5,007,409 5,210,411
Payroll Taxes - FICA 64,939 75,974 323,064 331,744
Payroll Taxes - FUTA & SUTA 8,014 8,108 19,478 19,870
Group Insurance - - 635,846 699,924
Oper Admin & Gen 84,553 - - -
Employee Awards 1,226 100 - -
Employee Physical Exam 399 710 - -
Tuition Aid 1,264 183 - -
Training AG (32,902) 25,194 - -
Temp Employee Oper Admin & Gen-AG 10,224 1,254 - -
Bill Inserts Admin & Gen 10,163 3,059 - -
Brochures and Handouts 1,691 225 - -
Office & Admin Supplies 40,793 38,809 42,361 43,420
Contr Svc - Accounting 88,573 153,232 86,924 89,097
Contr Svc - Legal 111,780 184,958 20,000 20,500
Contr Svc Other-WT - - - -
Contr Svc Other-AG 80,947 184,405 82,472 84,534
Temp Employee Oper Admin & Gen-S$ - - - -
Rents - Real Property AG 3,428 2,952 336,220 348,410
Transportation {99,929) (101,933) (359,831) (375,664)
Trans Oper Admin & Gen Lease Cost 180 80 - -
Trans Oper Admin & Gen Lease Fuel 1,246 378 - -
Trans Oper Admin & Gen Lease Main 16,693 1,179 - -
Ins Vehicle Oper AG 87,270 97,634 107,004 118,000
Miscellaneous Operating Exp ™ - 23,143 42,068 - -
Misc Oper AG 90,289 (1,786) - -
Misc General Office - - - -
Advertising 18,099 24,745 - -
Bank Service Charges 171,745 218,860 179,509 183,997 :
Bank Service Charges 6,407 (6,199) - -
.{Bill Inserts - - - -
Collections Agencies 22,132 22,397 26,826 27,503 !
Condemnation Costs (50,000) - - -
Conservation Exp 15,107 {(6,600) - -
Credit Line Fee 68,942 91,061 88,791 86,625
Directors Fees 12,000 13,531 12,000 12,000
Directors Exp 1,804 295 2,000 2,000
Dues / Membership Deduct 1,536 3,857 12,108 7,508
Employee Travel Exp Admin & Gen 15,168 173,307 197,218 202,148
Empl Exp Conf | Registration 1,653 12,875 15,000 21,400
Meals 1,982 12,676 - -
Meals & Travel Non Deduct 1,688 12,206 - -
Forms 150,656 178,402 161,130 165,164
{Forms AG 569 786 - -
Lobbying Expenses - - - -
Merger Transaction Costs 10,735 - - -
Office & Admin Supplies 7,499 4,507 1,200 1,200

B8)

(A)
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Actual Actual Budget Budget

Account 2006 2007 2008 2009
Overnight Shipping Admin & General 12,864 3,550 1,200 1,200
Penalties Non Deduct 1,283 - - -
Research Develop Exp 25,565 26,205 26,863 27,535
Security Services AG - - - -
Software Licenses & Supp 44,210 97,419 47 441 48,627
Telephone Admin & Gen 4,749 18,307 2,400 2,400
Celli Phone Admin & Gen 59,313 32,367 18,696 19,163
Wireless Service 68,140 62,335 49,643 50,885
Trash Removal Admin & Gen 87 - - -
Mat & Sup Admin & General (1,018) 322 - -
Contract Services Other - - - -
Miscellaneous Maint Exp 110,121 88,294 105,739 106,526
Amort Def Maint TD - - - -
Depreciation 937,279 405,792 487,476 487,476

3,359,368 4,692,926 7,736,187 8,043,603
CAP EX (799,678)] (1.121,407) {2,968,129)1 (3,089,108)
O&M (TOTAL LESS CAP EX) 2,559,690 3,571,519 4,768,058 4,954,495

{A) Due to the "restructuring” of personnel. CalAm chose to treat Chula Vista office lease costs
and rental and maintenance on equipement as Cal Corp costs rather than as a cost of the LSC
{Rate case filing, Discussion of Exhibit B - Chapter 6 - Section 1). .

{B) CalAm inadvertently excluded Group insurance for 2006 and 2007 from its application {Exhbit B - Chapter 6 -
Section 1 - Table 1A). lts disclosure of Group Insurance in Table 1C was also not comparable to its projections as
historical amounts included costs for all CalAm employees, not just those of CalCorp (see response to OC-124).
2008 and 2009 budgets only include costs for Cal Corp employees. For purposes of this schedule, details supporting
historical costs associated with Table 1A were presented.
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6. RWE Acquisition and Spin-off of Interest in American Water;
Analysis of Synergy Savings from Citizens Acquisition

In this Chapter, Overland provides an analysis of CalAm or American Water compliance,
where possible, with “Conditions” imposed by the Commission; initially with regard to
the acquisition of American Water by RWE, and more recently of the divestiture of the
RWE interest in the company.

This Chapter also addresses ongoing requirements imposed by the Commission
“associated with: the CalAm acquisition of water assets previously owned by Citizens
Utilities; specifically the analysis of synergy benefits imputed due to the operation of
these properties by CalAm in relation to the acquisition premium allowed in rates to date.

Finally, potential implications of the recent sale of the Felton assets on the amount of
acquisition premium recoverable from CalAm customers is addressed.

Transfer of Control of Stock Ownership from RWE to American Water

Control of American Water Works Company, Inc. (“American Water”) was transferred to
RWE Aktiengesellschaft (“RWE”)" in 20032 At that time, RWE provided water and
wastewater services to about 43 million people worldwide. The American Water
acquisition was intended to expand RWE operations to the U.S.%

The transfer of control to RWE was expected to produce economic benefits to ratepayers,
including: sharing of best practices; lowering CalAm’s cost of debt; deferring a rate
increase; implementing two public assistance programs; and adopting affiliate transaction
rules.’

In Decision 06-11-050 dated November 30, 2006, the Commission addressed RWE
savings recognized in setting rates for the Monterey and Felton districts. The CalAm
estimate of savings due to the RWE acquisition was $1,023,204 for 2006. This estimate
was accepted as part of the settlement of the GRC proceeding. The underlying record in
GRC proceeding provided the actual basis for the RWE savings estimate. The primary
factors were: the impact of improved procurement practices and expected savings from
changes in IT systems.

U Thames Water Aqua Holdings GmbH is the intermediate holding company for most of the water and
wastewater operations of RWE, which holds the investment in American Water.

2 The Commission actually approved the transfer in D.02-12-068 on December 19, 2002.

3 CPUC Decision 07-05-031, dated May 3, 2007, page 7.

* CPUC Decision 02-12-068, dated December 19, 2002, page 13.

Overland Consulting 6-1
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The impact of any improvements in procurement practices is now embedded in the
historical data relied upon to forecast costs. This is also true for costs associated with the
changes made in IT systems utilized.®> For these reasons, as well as the fact that RWE is
in the process of divesting its interest in American Water, there is no basis at this time to
assume that any RWE related benefits can be expected beyond the levels embedded in
historic costs.

In D.07-05-031, the Commission approved the transfer of indirect control of CalAm from
RWE to American Water through the sale of up to 100% of the shares of common stock
through an IPO and subsequent offerings. At the time of the CPUC Order in May 2007,
CalAm represented less than 5% of the American Water regulated operations.®

The position of Applicants in requesting approval for the spin-off from RWE is
summarized by the Commission at page 10 of D.07-05-031 as follows:

Applicants contend that their proposed transaction meets the requirements
of § 854 (a) because it will result in a company with sound financial
structure focusing on the water and wastewater business in the United
States that will be well managed and will provide benefits to ratepayers.
Although applicants cannot quantify the benefits from the proposed
transaction, they identify them as significant. Those ratepayer benefits
include a solid capital structure; ability to raise capital on a going forward
basis; becoming a United States publicly traded company; local control;
enhancement of employee relations; and transparency to Caldm’s
ratepayers. (emphasis added)

In its Decision to approve the transfer of ownership, the Commission imposed the
following conditions, among others:

1. The authority granted by Ordering Paragraph 1 is subject to complying
with the 11 conditions set forth in Appendix A to this Order.

2. None of the acquisition conditions from Decision 02-12-068 should be
removed until RWE (or its subsidiaries or affiliates) has sold more
than 90% of its interest in American Water... (page 39)

The acquisition conditions in Decision 02-12-068 were attached as Appendix C. Both
Appendix A and Appendix C are attached herein as Attachments 1 and 2, respectively.

CalAm represents that it has addressed its compliance with the conditions imposed by
Decision 02-12-068 by its submission of Exhibit E, Chapter 1, Section 1.” Similarly,
CalAm represents that it complied with applicable conditions imposed in Decision 07-05-
031 by virtue of its submission of Exhibit E, Chapter 1, Section 102

3 Actual results in changes to IT systems failed to produce the expected cost reductions estimated in the last
GRC case (per Dave Stephenson August 27, 2008).

% CPUC Decision 07-05-031, dated May 3, 2007, page 6.

7 Response to OC-96, page 2.

& Ibid, pages 1-2.
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A review of Exhibit E, Chapter 1, Sections 1 and 10 reveal that CalAm’s idea of
compliance is generally met by one sentence statements that may be characterized as: a)
an unsupported representation that the condition has been met or that CalAm is in
compliance; b) that compliance with certain conditions will be demonstrated in future
GRC applications; c) a general qualitative statement, absent any empirical support; or d)
a reference to some other document or documents not contained in the filing itself or in
the accompanying workpapers®.

Referring specifically to Exhibit E, Section 10, page 3 of 3, CalAm identifies that
“Condition 117 of Decision 07-05-031 provides for the continued requirement to provide
a showing of compliance with the conditions originally set forth by the Commission in
approving the acquisition of American Water in the first instance.’® There were
numerous conditions imposed by the Commission; many of which remain applicable
today. Relevant conditions that continue at this time include:

. Condition 2 — Adequate capital required to fulfill service obligations.

. Condition 6 — No adverse impact on customer service.

» Condition 15 — CalAm’s equity to capital ratio must be at least 35%.

. Condition 16 — Notification of downgrading of bonds by rating agencies.

»  Condition 19 — Cost of new debt will not increase due to RWE ownership.

. Condition 22 — Track costs and benefits associated with implementation of
“best practices”. :

+  Condition 23 — Commit funds to support low-income assistance programs.

- Condition 24 ~ Commit funds to support a “Small System Technical
Advisory Team™.

. Condition 26 — Notification of dividends to parent in excess of 75%.

«  Condition 29 — Expected savings associated with implementation of
“advanced project delivery” methods.

The following represents the CalAm evidence of compliance filed in its application, as
well as in its response to Overland discovery."’

Co a eA o - California American Water will demonstrate
compliance with this condition in future GRC applications.

Overland assumes that the Commission imposed conditions in previous proceedings for
good cause, and with the intent to exercise its regulatory oversight responsibilities in
protecting regulated water utility customers against potential harm arising from
unintended circumstances subsequent to its approval of transactions associated with the

° Supplemental Response to OC-34. This amended response prevides various references to what is
apparently an August 20, 2007 draft version of American Water’s $-1 filing actually made on August 27, 2007. The
excerpts referenced were not produced in the response, nor is the document ctherwise produced in discovery. The
references are inconsistent with the August 27, 2007 S-1 filed with the Securities and Exchange Commission. In any
event, the S-1 generally addresses American Water consolidated operations and its major business unit or subsidiary
operations. There is no discussion of RWE and American Water compliance with CPUC conditions imposed in D.07-
05-031.

'8 CPUC Decision 02-12-068, dated December 19, 2002, Appendix C.

" Response to OC-34; see also Application Exhibit E, Chapter 1, Section 10.
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RWE acquisition, and subsequent spin-off its investment in American Water. We believe
that the submission of evidence by CalAm with regard to the conditions required by these
previous proceedings is insufficient for the Commission to exercise its intended review
and authority over the potential or intended effects of its RWE authorizations previously
referenced.

The potential concerns of the Commission in monitoring CalAm and American Water
operations, as reflected by the conditions imposed in the proceedings referenced above,
are further justified by a number of specific factors now known, which inchude:

. Credit ratings lowered for American Water Capital Corp. by Moody’s on
October 12, 2007, and by S&P on June 19, 2008.

«  Write-down of goodwill through December 31, 2007 of $1.1 billion; with
an additional asset impairment through June 30, 2008 of $750 million.*

« Internal cash flows from operations will not be sufficient to fund
forecasted capital expenditures, thus requiring significant capital from new
debt and equity offerings.”

. The current equity ratio 1s approximately 47%. However, there is a risk of
erosion due recognition of further asset impairments in the goodwill of
$1.7 billion that remains on American Water’s balance sheet at June 30,
2008."

Overland requested data to support and verify compliance with the conditions required by
the RWE decisions previously identified. Aside from its references to Exhibit E, it also
provided references to an August 20, 2007 draft version of an S-1 filing for Conditions 1-
6, while stating that “Compliance will be demonstrated in future general rate case
applications™ for Conditions 8-12.* In a follow-up request, Overland made the following
statement.'®

...Overland again requests the production of actual documentation of
compliance with applicable conditions. Overland does not believe that it
is its responsibility to define “the specific information required for a
specific condition™ ", as it believes that CalAm should make a good faith
effort to address and document compliance consistent with the intent of
the CPUC Orders approving this matter...

CalAm did not produce any documents, empirical evidence, quantitative analysis or
documentary support in response to OC-96. However, to the extent that Overland was

2 American Water S-J/A dated April 1, 2008, page 45; and June 30, 2008 10-Q, page 5. Recognition of
these impairments commenced in 2005, and generally relate to the goodwill recognized due to the RWE acquisition of
American Water in 2003.

13 Forecasted capital expenditures are at approximately $1.1 billion per year in 2008 to 2012, New debt and
equity funding is expected to be approximately $3.0 billion over that period. Response to OC-99, Goldman Sachs
research report dated June 2, 2008, page 9. S&P (at page 3 of its June 19 Research Update) puts the expected capital
expenditures at $4 to $4.5 billion over the next five years; somewhat lower than the Goldman Sachs forecast. Response
to Discovery OC-98.

" American Water Jure 30, 2008 10-Q, pages 3 and 4.

1 Response to OC-34; Supplemental Response refating to D.07-05-031 conditions.

*® Discovery Request OC-96.

17 Response to OC-34,
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able to gain information relevant the conditions established in the RWE decisions, the
following discussion and analysis is provided.'®

ae a . CalAm has no management level reporting of water quality statistics
that provide summary analysis or comparative data. It apparently relies solely on its
Consumer Confidence Reports (“CCRs”) for information about water quality.'® These
reports are developed annually, by district, and distributed to customers.

Attachment 3 includes data derived from CalAm’s Consumer Confidence Reports for the
Monterey district published for the years 2003-2007. We have compiled the data in this
attachment for comparative purposes. The attachment shows the Maximum Contaminant
Level (MCL) allowed for certain substances as determined by the State of California and
the U.S. EPA and the average amount detected as reported in that year.”® No violations
were reported for any of the reported substances.

0 0o eA a eP oga . Commencing in February 2007, and through the
period to April 2008, CalAm had spent approximately $99,000 of a $250,000
commitment for low income assistance programs (CPUC Condition 23) it has recorded as
a liability in its financial statements. The following is a detail of these expenditures by
district:! .

Sacramento $69,338
Larkfield 4,211
Felton 7,307
Los Angeles 18,321
To a 99 1

“S a S e Te aA o Tea ”Poga . Theactual and planned
expenditures for this program are as follows.??

' Overland did not have the time or resources to continue through multiple rounds of discovery to attempt to
induce CalAm to provide relevant information to support its filing requirements in the face of its position that the
information contained in its application had already met its burden of proof.

19 Response to OC-97.

™ As stated in the reports, while most monitoring was conducted during the year reported, certain substances
are monitored less than once per year as levels do not change frequently. Based upon the reports, these substances
include Gross Alpha Particle Activity, Combined Radium, Copper and Lead. The CCRs for 2003-2005 included
sample results for those substances from 2003. Sample results from 2005 for Arsenic, Fluoride, and Selenium were
included in both the 2005 and 2006 CCRs. 2005 sample results were included in the 2007 report for Gross Alpha
Particle Activity, Combined Radium, Uranium, Copper and Lead, while testing had been performed and reported in
2006.

2 Response to OC-45.

= Response to OC-46.
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Cc____A
Ponderosa Sky Ranch Water System | 2004 | § 10,000.
Ponderosa Sky Ranch Water System | 2005 20,000.
Live Oaks Springs Water Company 2006 12,010.
Matt Dillon Water Company 2006 55,750.
San Jerado Water System 2006 37.000.
Ramona Water Company 2007 27,636.
Actual Expenditures through 2007 $162,396.
Ramona Water Company (planned) 2008 49,900.
T r E 1 6.

CPUC Condition 24 required a commitment of $50,000 per year for five years from the
closing of the RWE transaction.

A C R . Goldman Sachs initiated coverage of
AWW in a June 2, 2008 research report. The report addressed accounting controls and
financial reporting as follows.

M

American Water has reported material weaknesses in internal accounting
controls. While we believe the company has adequately increased
controls and accounting staff, these weaknesses may have not been fully
addressed which would negatively impact the company’s ability to report
its financial statements in an accurate and timely basis. Costs related to
comply with Sarbanes-Oxley could also be higher than expected.®®

Mermiil Lynch also identified the “material weaknesses” in the AWW accounting controls
that existed as of December 31, 2006, including:

- Inadequate internal staffing and skills

. Inadequate controls over financial reporting processes

. Inadequate controls over month-end closing processes, including account
reconciliations _

- Inadequate controls over maintenance of contracts and agreements

- Inadequate controls over segregation of duties and restriction of access to key
accounting applications

. Inadequate controls over tax accounting and accruals®*

C E . A detail of capital expenditures is contained in Attachment 4,
covering the period 2003-2007. ‘ ~

P C C . For the period 2002-2007, CalAm paid out
essentially 100% of its net income in dividends. The CalAm policy is to pay out-75% of
net income as a common dividend. When measured against prior year income, dividends

33 Response to OC-99. Goldman Sachs research report dated June 2, 2008, page.12.
* According to the report, AWW intends to be in full compliance with regulatory standards by December 31,
2009. Response to OC-99. Merrill Lynch research report dated June 6, 2008, page 29.
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for 2003-2007 were about 73%.® During this same period, CalAm received $25 million
in capital contributions.?®

T e PO. Based on its IPO presentation materials dated April 2008, American Water
expected to sell up to 64 million shares of common stock at $24 to $26 per share, with
160 million total shares outstanding post-offering.”’ The presentation documents reflect
the American Water financial policies which include:

+  Target dividend policy of 50-70% of net income
. Solid investment grade rating and targeted long-term debt of 50-55%2°

While the initial offering was expected to produce a value of $24 to $26 per share, the
actual price realized was $21.50, a discount in the range of 10-20%.%° As a result of the
April 22 TPO, and a partial exercise of the greenshoe option on May 27, RWE cwrrently
holds about 60% of the AWW common stock. RWE realized approximately $1.36
billion in proceeds from the offering.*® Many of the regulatory approvals permitting the
sale of AWW shares are valid for 24 months from the time of the PO, and as such, it is
likely that RWE will further reduce its holdings during this timeframe.>'

a a Co o o Ra g. While American Water and CalAm have
represented that the divestiture of the RWE equity holding will be positive for the
company and 1ts customers, the rating agencies do not agree. In October 2007, Moody’s
downgraded its rating for American Water Capital Corp, making the following
comments:*?

American Water is a parent holding company with no direct debt
obligations. Its primary financing vehicle is American Water Capital
Corp. (*Capital”), a finance subsidiary. American Water also incurs debt
at the regulated subsidiary level.

On October 12, 2007, Moody’s downgraded to Baa2 from Baal the senior
unsecured issuer rating of Capital. ..

The downgrade of Capital’s long-term rating was prompted by RWE AG's
planned divestiture of the company, via initial public offering. The initial
sale of RWE’s interest in American Water is expected to happen in late-
2007; however, preceding that transaction, Capital is expected to issue
$1.5 billion of senior unsecured notes in order to substantially repay

> See Attachment 5, which provides a detail of dividends and relevant income for the 2002-2007 period.

* Response to OC-40 Revised. 2006 -- $10 million; 2007 -- $15 million.

: Response to OC-31, “Final Roadshow Presentation™, p.2.

# In its June 6, 2008 research report at page 28, Merrill Lynch noted that AWW “is targeting an A- credit
rating over the long term.” It also stated that its expected equity ratio would be in the 40-45% range over its forecast
period through 201 1. Response to Discovery OC-99.

» Response to OC-94. The Company was unable to identify the factors contributing to the price discount
relative to expectations. )

30 Response to OC-99. Merrill Lynch research report dated June 6, 2008, page 15.

. Response to OC-99. Goldman Sachs research report dated June 2, 2008, page 16.

= Response to OC-42; Moody’s Credit Opinion dated October 17, 2007, pages 1-2.
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approximately $2.0 billion of inter-company debt currently owed to RWE.
These notes are expected to be issued in October 2007. It 1s Moody’s
understanding that the company will also issue $500 million of “equity
units” concurrent with the IPO that will fund out the balance of inter-
company debt owed to RWE.

The one-notch downgrade of Capital’s senior unsecured issuer rating, and
the assignment of a Baa2 issuer rating to its parent, American Water,
reflects the loss of implied support from RWE following the IPO,
historically weak consolidated credit metrics, and the increase in financial
and operating risk going forward as a publicly traded, stand-alone
company. Moody’s has also taken this opportunity to equalize the new
rating for American Water, a holding company, with its finance
subsidiary, Capital, due to the existence of a “support agreement” between
the two entities that effectively backstops Capital’s timely payment of
principal and interest, as needed.

While S&P did not downgrade the American Water credit ratings in October 2007 as
Moody’s had done, it did put the securities on CreditWatch negative. In a January 2008
Research Update, S&P stated that:*

We still believe the postponement of the IPO distracts AWW’s
management and could stall necessary improvements to the company’s
financial profile, which depends on the successful execution of a number
of rate cases across several states. ..

AWW’s financial metrics are weak for the rating and partly result from
agreements with some state regulators not to file rate cases for up to three
years. This was a condition of RWE’s acquisition of AWW. As
evidenced by the filing of 11 rate cases in 2007, we expect AWW to
actively pursue additional rate cases as determined by its rising operating
costs, capital-spending plans, and pension and other postretirement
obligations...Another reason for the weak performance is AWW’s
significant goodwill impairments over the past three years. The
unpairments, which have totaled more than $1 billion, were based on
slower-than-expected growth in RWE’s North American water segment,
privatization of water utilities in North America, and valuation of its
nonregulated businesses. Based on indicative market values, an
impairment of up to $300 million could be reported in fourth-quarter 2007.

...Capital expenditures are projected at $4 billion to $4.5 billion during the
next five years for infrastructure replacements, new facility construction,
maintenance of water-quality and environmental standards, and system
reliability.

33 Response to OC-42; S&P RatingsDirect, January 29, 2008, pages 2-3.
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With cash from operations for the past 12 months of only $390 million,
AWW’s cash flow generation is insufficient to meet its ongoing operating
and capital needs, and will require additional access to the capital markets
over the intermediate term.

In order to meet its commitment to regulators for the IPO, RWE agreed to maintain a
minimum equity ratio of 45% at the time of the [IPO. RWE had to contribute
approximately $250 million to AWW to comply with this condition.®* A major factor
contributing to the erosion in the equity ratio, has been the substantial write-downs of
recorded goodwill.

At the time of the acquisition RWE recorded goodwill of approximately
$3.4B representing the acquisition premium for AWK as well as the
acquisition premium for E’Town Corporation, which had been bought by
Thames Water in 2001 and was subsequently folded into AWK. Between
2004 and the first quarter of 2008, AWK recorded goodwill impairments
totaling approximately $1.9B; remaining goodwill is now $1.7B.%

A write-off of the remaining goodwill wouldzgﬁs&tl’fe‘ equity ratio to decline to
approximately 34% from its June 2008 level of about 47%.

The American Water Capital Corp. bond ratings for the period 2003 to 2007 were as
follows:

Ta e63

A e a ae Ca a Co
E of ea

o gTe e Ra o

2003 | A " Baal

2004 A Baal
2005 A- Baal
2006 A- Baal
2007 A- Baa2

Source: Response to OC-44 (supplement dated May 11, 2008).

On June 19, 2008, S&P lowered its corporate credit ratings for AWW to BBB+ from A-,
citing a lack of cash flow improvement as the primary factor. The American Water
Capital Corp. corporate credit debt securities were also downgraded to BBB+ at this
time.* This marks the second downgrading of the company’s securities by S&P in the
last five years.

Sa ae O e e e Co . The following is a summary of certain costs
incurred due to the IPO, and AWW?’s return to being a public company.*

M Response to OC-98. S&P Research Report Dated May 20, 2008, page 3.

5 Response to OC-99. Mernll Lynch research report dated June 6, 2008, page 21.
3% Response to OC-98. S&P Research Report Dated June 19, 2008, page 2-3.

37 Response to OC-99. Merrill Lynch research report dated June 6, 2008, page 22.
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‘Sarbox $154 $32.0 $11.2
Divestiture 74 8.1 7.8
T .8 40.1 1.0
C . While CalAm is required to provide the Commission with

information sufficient to assure compliance with conditions imposed i both the RWE
acquisition and spin-off decisions, the actual filing of relevant support-is highly
superficial, if not nonexistent. CalAm has represented that its customers will benefit
from the spin-off. However, given the substantial pressure imposed by a capital program
that exceeds cash flows available from operations, and the significant goodwill that
remains on the company’s books, it appears evident that the recent downgradings by S&P
and Moody’s indicate an erosion in financial position; not an enhancement. Regulated
utilities, in the face of such conditions, generally attempt to either raise customer rates,
cut costs, or both. Overland assumes that, in imposing conditions reflected in previous
decisions, it did so as a basis to: evaluate the delivery of benefits represented by CalAm;
and to assess, and where possible, safeguard against any potential harm to ratepayers.

The following is an illustrative review of information that the Commission may wish to
require of CalAm in complying with the Conditions on Transfer of Indirect Control:

1. CalAm will be provided with adequate capital from American Water to
fulfill all of its service obligations.

- Analysis of cash flow requirements, including expected capital
expenditures, dividend payments, debt refunding, etc. Representation
of sources of funds aside from internally generated from operations.

- Statement of policy regarding parent company funding, including
specific financing plans necessary to meet capital requirements.

2. The transaction will not result in adverse changes in CalAm policies with
respect to service to customers, employees, operations, {inancing, accounting,
capitalization, rates, depreciation, maintenance, or other matters affecting the
public interest of utility operations.

- Comparative analysis of number of employees by major functional
categories over five-year historical period, and forecasted over three
years.

- Comparative analysis of capitalization over five-year historical period,
with five-year forecast of capital structure. ‘

- Five-year history of changes in customer rates by district.

- Five-year history of effective depreciation rates for jurisdictional
property, including disclosure of any changes in approved rates during
the period.

- Disclosure of any changes in maintenance programs or policies over
the last three years, or expected over the next three years.

3. No adverse impact on the quality of customer service, water quality, and
reliability as a result of the transaction.
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. Comparative analysis of service quality, service reliability and
customer satisfaction over five-year historical period.

. Comparative analysis of key measures of water quality over five-year
historical period.

- Summary of all water quality violations with state or federal standards,
and remediation measures taken.

4. Maintain business headquarters in California.

. Disclosure of any offices closed, any basis for closure over three-year
historical period. Indication of any closures expected over next three
years.

5. No adverse impact on CalAm employees; no changes to collective bargaining
agreements.

» Statement of any adverse changes to employee compensation or
benefits that conflict with employee policies and practices prior to the
spin-off.

No changes to staffing that would result in service degradation.

30 day notification of rating agency downgrades.
+ Provide five-year history of credit ratings by major rating agencies.
. Provide detail of basis for changes in ratings.

8. No recovery of RWE spin-off transaction costs.

9. Minimum 45% equity ratio for American Water at time of IPO.

10. Affiliate agreement to remain in effect.

11. D.02-12-068 conditions to remain until RWE has sold more than 90% of its
interest in American Water.

N

The above listing is not meant to be exhaustive, but rather an indication of the nature and
extent of data that the Commission may reasonably have expected of the Company when
it chose to impose these conditions.

Citizens Acquisition Premium and Synerqgy Savings

In D. 01-09-057, dated September 20, 2001, CalAm was authorized to acquire Citizens
Water assets in California for $161.32 million, which included an acquisition premium of
$64.6 million.* At the time of the acquisition, no independent study was performed to
identify and allocate the premium with the Citizens assets acquired.®® This premium was
to be recovered in customer rates based upon a 40-year amortization, predicated, at least
in part, upon a showing of synergy savings that were expected to exceed the premium.
While the discussion in the decision reflects that CalAm was confident that the synergy
savings estimates would be realized, the Commission recognized that there was a
potential risk for overestimation.

There are at least three ways synergies savings could be overestimated:
errors in predictions of what can or will be achieved through economies of
scale in operations and capital structure and/or how much value they will
produce; errors in estimating the escalation, inflation and discount

% These amounts were subject to adjustments anticipated at the time of closing.
9 Response to OC-101.
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methods used to extrapolate future benefits and sum them to a present
value; and the possibility of long-term, significant changes that defy
prediction today.*

CalAm repeatedly acknowledged that it would have to carry the burden in
future proceedings to demonstrate what synergies have been realized.
CalAm also acknowledged that the Commission would be free in the
future to examine whether synergies initially realized may have for
whatever reason declined with the passage of time to below those initially
projected. The stipulation proposal, while not permitted to extend to
substantive issues which may come before the Commission in other or
future proceedings, may prove a valuable reference to establish the level
of synergies achieved. However, we decline in this proceeding to
foreclose parties from proposing and supporting other methods and figures
in a future proceeding.*’

...CalAm would bear the burden of proving that any new or increased
GRC expenses (excluding those due to inflation and customer growth) in
future years were not erosions of earlier-estimated synergies.*

‘In its May 6, 2004 Sacramento District GRC Decision, the Commission found that the
methodology for, and quantification of, the synergy savings was appropriate.* It
concluded the following, based on the synergy analysis in the record.

...Most of the synergies savings accrue from cost of capital savings, cost
of investment savings, and allocation of general office costs to Arizona;
savings from other sources are small by comparison. Cost of capital
savings are a primary contributor, and those arise in large part from
CalAm’s much lower equity ratio...We are convinced those savings do
exist and came about due to CalAm’s acquisition of the Citizens assets. (at
page 25)

Based upon the discussion in this decision, it is clear that the Commission intended to
verify and ensure that ratepayers benefited from the synergies arising from the Citizens
-acquisition.

...However, we still intend to ensure that ratepayers receive their share of
the post-2004 Citizens acquisition synergies as D.01-09-057 anticipated,
even if CalAm’s request is granted and there is no TY2005 GRC for one
or more of these districts. To accomplish that, for any Citizens districts
for which there is no TY2005 GRC, revenues for service rendered on and
after January 1, 2005 that are associated with the Citizens acquisition
synergies savings in those districts will be made subject to refund pending

“'D. 01-09-057; page 43.

*! 1bid; pages 47-48.

* Ihid; page 48. This is also addressed in Finding h. at page 68.
¥ D. 04-05-023; pages 24-25.

Overland Consulting 6-12



MAS REPORT 1
CAUSE NO. 43680

Page 123 of 180
Chapter 6

a determination of what portion of the synergies savings are to be shared
with customers.**

In its Monterey District application, CalAm has submitted an analysis estimating synergy
savings associated with the purchase and operation of the Citizens’ water assets located

in California. The analysis of the net benefits (after consideration of the acquisition
premium costs approved for rate recovery to date by the Commission) is found in the
testimony and exhibits of CalAm witness David P. Stephenson.* The testimony and
related attachments assert that CalAm operations continue to produce synergy savings at
or above levels estimated in previous proceedings, based upon a previously agreed upon
methodology. Based upon these representations, CalAm has requested the elimination of
any further showing of the existence of merger benefits arising from the acquisition of the
Citizens properties.

Re e a A a o ofMe o oog . Themethodology used by CalAm to quantify
both its acquisition premium and the synergy savings associated with the former Citizens’
properties has been subject to prior Commission review and been accepted by the ORA.“¢
Therefore, the focus of our review is to confirm that the methodology continues to be
followed and that the results support CalAm’s claims that the synergy savings exceed the
amortization of the premium paid for the Citizens’ properties.

The company’s current calculation of the revenue requirement of the premium and
synergy savings is summarized in the following table:

Ta 6
Cafo aA e a ae
a ofRec¢ eRe e ¢ of ePe

eRae

Opeities '

2005 $2,639,000 $1,454,697 $1,147,000 $474,933 ($437,630)
2006 2,566,000 1,660,457 1,714,000 604,410 (1,412,867)
2007 2,609,500 2,492,757 2,593,000 869,568 (3,345,825)
2008 2,077,880 2,757,034 3,209,000 1,006,828 (4,894,982)
2009 2,014,740 2,965,997 3,815,000 1,299,091 (6,065,348)
2010 1,952,830 3,197,467 4,394,000 1,480,266 (7,118,903)
Source: Attachment | to the Direct Testimony of David P. Stephenson in the Monterey District Application.

Consistent with its 2004 filing, the company computed an annual revenue requirement for
the acquisition premium associated with the Citizens’ properties of $2.6 mitlion in 2005.
This was the only year that overlapped with previously-filed data. In subsequent years,
the revenue requirement decreased to $2.0 million (for the year 2010) which was due to a
decrease in the total premium (net of amortization) partially offset by a reduction in the
percentage allocated to the former Citizens’ districts from 50% to 41%.%” Although

* D. 04-05-023; page 26.

4 Stephenson testimony, pages 28-30.

¥ CPUC Decision 04-05-023, pp. 24-26.

7 Attachment 1 to the Dircet Testimony of David P. Stephenson in the Monterey District.
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significant, it should be noted that amounts allocated to the former CalAm districts were
not incorporated in the following synergy savings analysis prepared by the company.*®

The synergy savings calculated by the company were driven largely by two components
— the cost of capital savings and the cost of investment savings. These two were
previously identified by the Commission in its decision approving the recovery of
synergies (D.04-05-023).*° Although the total synergy savings also incorporate expected
differences in the levels of costs associated with a CalAm-managed company versus a
Citizens-run company, these savings are relatively insignificant.

The company’s calculated cost of capital savings are a function of expected differences
between the weighted average cost of capital (WACC) of CalAm and Citizens.*® These
expected differences in WACC are multiplied by rate base to derive the savings. Without
regard to income tax impacts, WACC is calculated as follows:

WACC = (% of Debt Financing x Cost of Debt) + (% of Preferred Stock Financing x
Cost of Preferred Stock) + (% of Common Equity Financing x Cost of Common Equity)

The WACC inputs assumed by the company for this calculation are summarized in the
following table:

% of Debt Financing 46.25% - 49.39% 65.00%
Cost of Debt 7.07% - 7.75% 5.17% - 6.25%
% of Preferred Stock Financing 2.36% -5.50% 0,00%
Cost of Preferred Stock 5.31% N.A.

% of Common Equity Financing 48.25% 35.00%
Cost of Common Equity 9.95% - 10.00% | 9.95% - 10.00%
Pre-Tax Gross Up Factor 1.79 1.79
Source: Attachment I to the Direct Testimony of David P. Stephenson in the Montercy District
Application.

Primarily because CatAm projected that it would employ more debt financing than
Citizens at a significantly more attractive rate than Citizens could obtain, the pre-tax
WACC savings estimated by CalAm were as follows:

“ The primary drivers of synergy benefits in the Citizens’ districts, namely improved productivity in
construction practices and saving in the cost of capital, would not be applicable in an assessment of benefits in the
CalAm districts.

* CPUC Decision 04-05-023, p. 25 {dated May 6, 2004).

¥ The Citizens authorized rate of return prior to the American Water acquisition was 8.18%, which included
an embedded cost of debt of 7.07%. Response to OC-47; CPUC Decision 98-10-056, dated October 22,1998.
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12.39%

Ta e6
aA e
ao
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981% |
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ACCSa ¢
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258%

2006 12.38% 9.72% 2.66%
2007 12.36% 9.94% 2.42%
2008 12.42% 9.97% 2.45%
2009 12.40% 9.97% 2.43%
2010 12.41% 9.98% 2.43%

Source: Attachment | to the Direct Testimony of
David P. Stephenson in the Monterey District
Application.

The other primary driver of synergy savings is the cost of investment savings. This is
derived by the company by comparing the presumed construction expenditures under
both Citizens and CalAm management, multiplied by the pre-merger Citizens” WACC.

Underlying this synergy savings component is an assumption by CalAm that it is able to
complete a capital project more efficiently than Citizens. For instance, CalAm projects
that it can do the Conversion of Flat Rate to Metered Service Connections (Investment
Item No. 056002-09) less expensively than Citizens by nearly $12.3 million over a 6-year
pentod (2005-2010). This equates to an approximate 43% discount before overhead
loadings when compared to Citizens’ projected costs.”

The most significant investment savings were derived from the following projects:

Ta e68
Cafo aA e a ae
Poee Ca aE e eSa g

Leat S : o PenlPd i
2005 51,991,641 $563 $567,938 04,695
2006 2,154,963 9,017 602,119 266,659 °
2007 2,336,451 798.830 610,312 495,944
2008 1,953,750 550,000 575,000 --
2009 1,905,000 625,000 577,500 --
2010 1,929,375 587,500 576,250 -~

Source: Attachment | to the Direct Testimony of David P. Stephenson in the Monterey District
Application, some summing required.

Additionally, CalAm assumes that Citizens’ overheads to be applied to capatal projects
are approximately 8% more than its own. This assumption results in an additional $11.2
million of capital costs “saved” by CalAm over the 2005-2010 timeframe.*?

3! Attachment | to the Direct Testimony of David P. Stephenson in the Monterey District Application, some

summing required.

32 Attachment | to the Direct Testimony of David P. Stephenson in the Monterey District Application, some

summing required.
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To test the sensitivity of thése key assumptions on projected synergy savings, Overland
recalculated the results with more conservative assumptions, including cost of capital
savings and cost of investment savings that ranged from one-fourth to one-half of the
spreads assumed by the company. Recalculations of the savings were each run
mdependently of one another and are summarized along with the company’s original
calculation in the table below:

Ta 6
Cafo aA e a ae
Ree eRe e e of eA o Pe E e e Ta S eg Sa g

2005 (5437,630) $289,719 $650,574 $292.917 $657,290

2006 (1,412,867) {582,639) (170,645 (333,139 207,325

2007 (3,345,825} (2,099,447 (1,481,408) (1,735,632) (929,435)

2008 (4,894,982) (3,522,092) (2,824,393 (2,879,669) (1,872412)

2009 (6,065,348) (4,588,453) (3,843,902) (3,664,356) (2,464,760)

2010 {7.118,903) (5,526,749) (4,724,092) (4,345,372) (2.958,006)
Note: Company calculation obtained from Attachment 1 to the Direct Testimony of David P. Stephenson in the
Monterey District Application.

Even with more conservative assumptions, the calculated synergy savings over the 6-year
period from 2005 to 2010 exceed the revenue requirement of the acquisition premium
using the methodology previously reviewed by the Commission.

Finally, Overland considered the effect of the Commission’s implicit requirement that
CalAm maintain a2 minimum 45% equity ratio.®® In deriving its imputed benefits for the
Citizen’s districts, CalAm has continued to use a 35% equity ratio. While substitution of
a 45% equity ratio does reduce the implied synergy savings, it does not eliminate them.

Co aa eAa . Attachment 6 provides a comparative income statement for
CalAm. Operation and maintenance expenses have risen by approximately 38% over the
five-year period 2003-2007, while inflation during this period was approximately 13%
and 16%, as measured by the CPI and PPI price indices, respectively.

Ta ¢6 10

Cafo aA e a ae
O ME e e e C o e

2003 | $67,374,280 167,834 540!
2004 | 72,859,724 170,195 428
2005 | 88,863,117 169,358 525
2006 | 85,318,015 169,475 503
2007 | 93,013,029 169,196 550

Sources: Column (A) ~ Response to OC-35, Column (B} — 2003-2006
obtained from Exhibit B: Chapter 9: Section I: Table 6 of the CalAm
General Office Application and 2007 was obtained from the response to
0C-90, Column (C) = Column (A) divided by Column (B).

* Decision 07-05-031 dated May 3, 2007, Appendix A, Condition 9. CalAm is required to maintain a 45-
55% equity ratio.
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During this period, customer rates were modified as follows:

Ta e6 1}
Cafo aA e 2a ae
RaeMo f ao

Mo ece

2172003 2/23/20031  $2,642,1001 10.36% GRC Rates
3/14/2003 6/10/2003 $849,314[Recovery of WRAM Baléncing Account
6/25/2003 §1,122,653{Recovery of Conservation Balancing Account
472712004 11/24/2004 -§458,3831 WRAM Balancing Account - Refund aver collection
11/10/2004 11612005 $948,400 3.3% Step Rate Increase
31172005 $710,302 2.44% Recovery of Plan B - Surcharge
4/4/2006 5/572006 -$3,429,045{Refund over collection in WRAM account
12/20/2006 1172007 $2,993,260{Surcharge - Coastal Water Projeci
31212007 4/6/2007 $3,023,971| True up interim rates per D.06-11-050 --Surcharge
1171672007 17112008 $752,700 2.30% Step Rate Increase - 2008
5/15/2008 5/8/2008 -$3,116,1 73] WRAM Balancing Account - Refund over collection
Source: Response to OC-157

Sale of Felton Properties

CalAm has entered into an agreement to sell the Felton water properties to the San
Lorenzo Valley Water District for $10.5 million in cash, and assume $2.9 million in debt
for the Kirby Street water treatment plant secured by state loans. As part of the
transaction, CalAm will also donate 250 acres of forested watershed land.> In order to
address matters of potential relevance to the Commission associated with this transaction,
Overland issued discovery to gain more detailed information than contained in the
Settlement Agreement itself >> However, given the refusal of CalAm to produce
information needed to provide the Commission with an analysis necessary to consider the
potential implications of the sale on CalAm customer rates, we must confine the
discussion to the application of Commission policy, supplemented with hypothetical
estimates.

CPUCPo  Rega g eTea e of a fo eSaeofU A e . The
Commission has addressed its pohicy regarding the treatment of gains or losses from the
sale of property in a number of cases. The following is a brief summary of these
decisions, and their applicability to the specific facts associated with the sale of the
Felton assets.

In R.04-09-003, the Commission Order dated September 2, 2004, established guidelines
for recognition and allocation of gains on the sale of public utility property. It considered
these guidelines based on various objectives including:®

f“ Response to OC-149; Settlement Agreement (After Mediation) dated May 27, 2008.

3% CalAm refused to provide detailed information regarding the property valuation, or accounting and tax
implications of the sale of the Felton properties as contained in : OC-151, 152, and 155, issued July 15, 2008.

3 R.04-09-003, pages 4-5.
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» These guidelines should apply to the allocation of both gains and losses
upon the sale of a capital asset. ,

- The allocation should vary directly, holding everything else constant, with
the assumption of the financial risk of the investment.

»  While it is important to ensure that ratepayers are not harmed by the sale
of the asset, or that they are compensated if they are, it is equally
important to recognize who has borne the burden of the financial nisk of
the investment.

« For the majority of cases, ratepayers have borne most of the financial risk
and have paid for the asset. Thus it will be typical for most of the gain to
be allocated to the ratepayer. The burden of the financial risk should be a
primary consideration whenever the gain is allocated between ratepayer
and shareholder. :

« The allocation of the gain on sale standards should provide an incentive to
encourage prudent management of utility assets.

The Rulemaking references provisions of the Utility Code specific to the treatment of
gains of water utility assets.”’

In 1995, Pub. Util. Code §§ 789 et seq. was enacted, which provides that a
water corporation shall invest the “net proceeds” of the sale of real
property in water system infrastructure that is necessary or useful for
utility service. This rule effectively allocates the entire gain from the sale
of an asset to shareholders if it is reinvested toward a public purpose. The
gain is added to the utility’s ratebase on which the shareholders eam a rate
of return through rates paid by the ratepayers.

The Rulemaking also references decisions regarding the sale of a portion of a distribution
system to a municipality — specifically, a segment of the PG&E distribution properties to
the City of Redding. In D.85-11-018, the Commission originally found that the gain
from sale of the distribution assets were assignable to ratepayers based upon recognition
of relative risk. However, this policy was reversed in a subsequent Decision that has
come to be referred to as “Redding I, summarized by the Commission in the
Rulemaking as follows.%®

The result obtained in D.85-011-018 was essentially reversed in D.89-07-
016. We used two standards to allocate the gain: 1) whether the ratepayers
were harmed by the transaction leading to the gain, and 2) whether
ratepayers had contributed capital to the acquisition of the asset. We
stressed that thesc standards applied to the particular circumstances of this
sale only.(9) We concluded that, under these standards, the gain should be
allocated to the shareholders. If either of these stundards had not been
met, the gain could have been used to mitigate the harm to ratepayers or
repay their contributed capital... (emphasis added)

5? Ibid; page 7.

¥ R.04-09-003, page 21. Within the above quote, the referenced footnote stated: “sale of part of a public
utility distribution system to a public entity which then assumes the obligation to serve the customers formerly served
by the utility within the area served by the transferred system.”

Overland Consulting 6-18



MAS REPORT 1}

CAUSE NO. 43680

Page 129 of 180
Chapter 6

The Rulemaking recognized potential implications of the Water Utility Infrastructure
Improvement Act of 1995, Public Utilities Code §§ 789 ef seq., including consideration
of the sale of property no longer used or useful in providing water utility service. The
Code provided for the potential retention of such gains, with a requirement for utility
reinvestment in utility property. The Commission was concerned with the potential
applicability of Code §§ 789 and § 790, stating various reasons, including the
following>® %

We also believe the statute may require further interpretation regarding
water utility assets originally obtained from sources other than the utility
shareholders.

Aside from the specific conditions referenced above for sales of distributions systems and
Code guidelines for water property sales, the Commission addressed general guidelines
for the allocation of gains that included.®’

- The Allocation should vary directly, holding everything else constant,
with the assumption of the financial risk of the investment.

. While it is important to ensure that ratepayers are not harmed by the sale
of the asset, or that they are compensated if they are, it 15 equally
important to recognize who has bome the burden of the financial risk of
the mvestment.

. For the majority of cases, ratepayers have borme most of the financial risk
and have paid for the asset. Thus it will be typical for most of the gain to
be allocated to the ratepayer. The burden of the financial risk should be a
primary consideration whenever the gain is allocated between ratepayer
and shareholder.

In an effort to provide a general standard for the treatment of utility gains and losses, the
Commission issued Decision 06-05-041, dated May 25, 2006. The general rules
provided by this Decision are to apply if the sale price is $50 million or less and the after-
tax gain or loss is $10 million or less. The Commission found that, unless there was an
exception from the general rule established in the Decision, that ratepayers should receive
100% of gains from the sale of depreciable property.®? This Decision continued to
uphold its Redding 1I ratepayer harm test, stating:%

% Ibid; pages 26-31. See also Finding 39 at page 51.

® In D.07-09-021, dated September 6, 2007, Opinion Regarding Gains on Sale of Utility Assets (Phase Two)
— Issues Not Resoived in Decision 06-05-041, the Commission clarified its position on certain matters previously left
open. Among other things, it addressed the treatment of gains due to the condemnation of water utility assets, wherein
it concluded that such transactions are no different in character than other sales of property that are no longer used or
useful under Section 790 (pages 24-27).

* Ibid; pages 39-40.

2 D.06-05-041, pages 2-3. At page 96, the Commission found that ratepayers should receive 50% of gains or
losses on the sale of non-depreciable utility assets. This was subsequently modified in D.06-12-043 (page 16), to
provide for an allocation of 67% of gains to ratepayers for non-depreciable assets.

83 Ibid; page 32. The Commission’s position on Redding 1 was reaffirmed in D-06-043, dated December 14,
2006, page 15. .
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We will continue to apply the Redding II principles in the narrow
circumstances to which they were designed to apply. Thus, where (1) a
public utility sells a distribution system to a governmental entity, (2) the
distribution system consists of part or all of the utility operating system
located within a geographically defined area, (3) the components of the
system are or have been included in the rate base of the utility, and (4) the
sale of the system is concurrent with the utility being relieved of, and the
governmental entity assuming, the public utility obligations to the
customers within the area served by the system, then the gains or losses
from the sale of the system should be allocated to utility shareholders,
provided that the ratepayers have not contributed capital to the distribution
system and remaining ratepayers are not adversely affected by the transfer
of the system. We have not been presented with an adequate record to
justify broadening or narrowing Redding II’s scope.

While the general application of the current Commission policy for the allocation of
gains from the sale of a utility operating system would indicate an allocation to
shareholders, we believe that the specific facts and circumstances of the Felton
transaction, upon its review, should lead the Commission to consider otherwise. These
properties were a component of the assets acquired by CalAm in 2002. As previously
addressed, the CPUC granted the recovery in customer rates of a $64.5 million premium
associated with the Citizens assets, including the Felton district. No independent study or
internal analysis was performed to identify the fair value of the Citizens properties
acquired, or the specific values of particular districts.** For ratemaking purposes, CalAm
has allocated the acquisition premium to Citizens districts on the basis of customers.
This implicitly assumes that the relationship of fair value (the purchase price of the
Citizens properties) to the underlying book value is uniform among the districts acquired.
However, there is no reason to believe that this would be the case. Further, present
market conditions have eroded relative to the timeframe in which the Citizens acquisition
occurred. Thus, the market value of the Felton properties can reasonably be assumed to
have been higher at the time they were acquired by CalAm than is indicated by the recent
transaction.

Consistent with existing precedent, Felton customers are likely to pay rates that reflect
the acquisition costs of the water assets acquired. However, unless the Commission
reduces the Citizens acquisition premium by the gain on the sale of the Felton properties,
the unintended consequence will be the ongoing recovery of most of the fair value over
book value of the Felton properties in the CalAm customer rates.

ga Co o . Inits Monterey filing now pending, CalAm witness David
Stephenson addresses the company’s request to cease any future requirement to support
the level of synergy savings relative to acquisition costs in rates.®® The analysis
performed by CalAm generally conforms to the methodology agreed upon and approved
in previous proceedings. Overland has tested the CalAm results filed in the current
Monterey application, and has found that positive results are realized, even under much

% Response to OC-101.
% Direct Testimony of David P. Stephenson, pages 28-30.
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more conservative assumptions. As more time elapses from the time of the CalAm
acquisition of these properties, the application of any methodology becomes more
difficult to use as a reliable estimate, as such estimates must be based upon a hypothetical
case that assumes a theoretical conditions under a continued Citizens ownership and
operation of the properties. For these reasons, we concur that CalAm need not be required
to impute synergy benefits to support its acquisition premium in future cases.

With regard to the gain from the sale of the Felton properties, we believe that the facts
and circumstances associated with this transaction, in light of the acquisition premium in
current CalAm rates that are potentially attributable to these properties, now warrants
further Commission scrutiny. We believe that the gain on these properties may be in the
range of $5-6 million.%® It is clear that the Commission reserves the right of review for
the disposition of utility property; particularly in case-specific circumstances where its
general policy may not apply. Given our previous discussion on this subject, it may be
appropriate to reduce the current acquisition premium by the gain realized in the Felton
transaction. However, without more detailed information, we cannot make any final
recommendations at this time.

% The Company has refused to produce specific information that would provide details regarding to actual
gain on the Felton transaction. General market indicators support a market-to-book ratio of about 2x. However, actual
- PP
transaction data may vary matenally from this general assumption.
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APPENDIX A

ADOPTED
CALIFORNIA-AMERICAN WATER COMPANY
CONDITIONS ON TRANSFER OF INDIRECT CONTROL

1. California-American Water Company (Cal-Am) will be provided with
adequate capital from American Water Works Company, Inc. (American Water)
to fulfill all of its service obligations prescribed by the Commission and Cal-Am.

2. American Water and Cal-Am shall ensure the transaction will not result in
any adverse changes in Cal-Am policies with respect to service to customers,
employees, operations, financing, accounting, capitalization, rates, depreciation,
maintenance, or other matters affecting the public interest of utility operations.

3. American Water and Cal-Am will ensure that there is no adverse impact
on the quality of customer service, water quality, and reliability as a result of the
transaction.

4. Cal-Am will continue to maintain its business headquarters in California
together with field offices as appropriate to maintain the quality of service.
Cal-Am will not close any of its local offices as a result of his transaction.
However, Cal-Am is not precluded from making local operational changes in
connection with integrating water and wastewater systems acquired in other
transactions or which would have occurred absent the transaction.

5. The transaction will have no adverse impact on Cal-Am employees and
there will be no changes in any existing union agreements as a result of the
transaction. All collective bargaining agreements will continue to be honored.

6. Cal-Am will not allow the transaction to diminish staffing that would
result in service degradation. However, Cal-Am may make local staffing and

other operating changes which would have occurred absent the transaction.



MAS REPORT 1
CAUSE Né\isgbanent 6-1
Page 134 oPEOC 2 Of 3

A.06-05-025 ALJ/MFG/hkr

7. American Water and American Water Capital Corporation (AWCC) will
notify the Commission in writing within 30 days of public notificationto
American Water or AWCC of any downgrading to the bonds of American Water
or AWCC and will include with such notice the complete report from the issuing
bonding rating agency.

8. American Water will make no attempt to recover through Cal-Am’s rates
any of the transaction costs arising from the divestiture by RWE
Aktiengesellschaft (RWE) and Thames Water Aqua Holdings GmbH (Thames
GmbH) of American Water, including the Securities and Exchange registration
fee, the National Association of Securities Dealer filing fee, the stock exchange
listing fee, legal fees and costs of the proposed transaction, accounting fees and
expenses of the proposed transaction, printing and engraving fees and expenses
for the registration statement, Blue Sky fees and expenses, transfer agent fees and
expenses, legal fees for the state regulatory approval process, and the costs of
implementing the initial process and controls for compliance with the Sarbanes-
Oxley Act of 2002. Cal-Am will not at any time seek to recover fromv its
ratepayers costs directly incurred as a result of the proposed transaction from
ratepayers of Cal-Am; however, Cal-Am may seek recovery of legitimate
ongoing, non-startup costs of being a publicly traded company in future general
rate proceedings.

9. RWE will provide an equity investment to American Water at the time of
the proposed initial public offering to ensure that American Water has a capital
structure in the range of 45% to 55%, with a minimum of 45% common equity.

10. All affiliated interest agreements approved by the Commission to which
Cal-Am is a party will remain in effect. Additionally, the Affiliate Transaction

Rules that were agreed to as part of the Settlement Conditions in Decision
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(D.) 02-12-068 will continue. The references to RWE and RWE Group will be

/
/
!
f

removed once RWE no longer has a 10% controlling interest in American Water.

11. None of the acquisition conditions from D.02-12-068 should be removed

until RWE (or its subsidiaries or affiliates) has sold more than 90% of its interest
in American Water. Where RWE and its affiliates cumulatively have more than
10% but less than 50% interest in American Water and find themselves in a
minority position and unable to comply with any of the conditions set forth in
Appendix C, Cal-Am should file an application explaining why RWE or its |
subsidiaries cannot comply with the condition and request an exemption from

the condition.

(END OF APPENDIX A)
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APPENDIX C

APPLICATION NO: A.06-05-025
JOINT APPLICANTS: RWE AKTIENGESELLSCHAFT, THAMES WATER AQUA HOLDINGS GMBH,
AMERICAN WATER WORKS COMPANY, INC., CALIFORNIA-AMERICAN WATER COMPANY

LATE-FILED EXHIBIT __

CONDITIONS IMPOSED IN D.02-12-068

Number'| CONDITION IMPOSED IN D. 02-12-068 JOINT APPLICANTS’ PROPOSED ANALOGOUS CONDITION
PURSUANT TO SETTLEMENT REMOVAL OF OR MODIFICATION TO PROPOSED BY DRA IN THIS
AGREEMENT CONDITION PROCEEDING
I Cal-Am agrees to the following: Fully executed; not applicable going forward, Proposed Condition No. 15,

Monterey: defer filing the
authorized 2004 step rate increase that would
have been filed in 2003 to November 2004 to
be effective January 2003,

Sacramento, Felton, Montara
and Larkfield: defer filing the authorized 2004
step rate increase that would have been filed in
2003 to November 2004 to be effective
January 2005.

Los Angeles (San Marino,
Duarte and Baldwin Hills): file general rate
case as scheduled in 2003 but set forth in the
application that Cal-Am will defer filing the
tariffs authorizing rate increases from January
1, 2004 to January 1, 20035, This deferral will
not apply to any step rates.

Village & Coronado: file

See endnote.

"The number of cach condition refers (o cach condition as numbered in Appendix B to D. 02-12-068 cntitled “Settlement Agreement With Conditions.”
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general rate case as scheduled in 2004 but set
forth in the application that Cal-Am will defer
filing the tariffs authorizing rate increases
from January 1, 2005 to January 1, 2006. This
deferral will not apply to any step rates.

Any such deferred rates will be:
placed into effect at the same time as the next
scheduled step rate for cach such district.

N

Cal-Am will be provided with adequate capital
to fulfill all of its service obligations
prescribed by the Commission and Cal-Am
will comply with all applicable California and
federal statutes, laws and administrative
regulations,

Cal-Am will be provided with adequate capital
from American Water to fulfill all of its service
obligations prescribed by the Commission and
Cal-Am. (Condition No. 1)

Proposed Condition No. ]

The Commiission will retain jurisdiction over
the rates and services provided by Cal-Am.
RWE, Thames, American and Cal-Am will not
assert in any Commission proceeding that
Commission review of the reasonableness of
any cost has been or is preempted by a United
Kingdom, Federal Republic of Germany,
European Community or other foreign
regulator.

No longer warranted; condition should be
removed.

Not addressed in DRA Report.

Cal-Am will continue to maintain its books
and records in accordance with all
Commission rules. Cal-Am’s books and
records will be maintained and housed in
California,

No longer warranted; condition should be
removed.

Not addressed in DRA Report.

The transaction will not result in any adverse
changes in Cal-Am policies with respect to
service to customers, employees, operations,

American Water and Cal-Am shall ensure the
transaction will not result in any adverse
changes in Cal-Am policies with respect to

Proposed Condition No. 2

081 30 gelf adey
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financing, accounting, capitalization, rates,
depreciation, maintenance, or other matters
affecting the public interest or utility
operations.

service to customers, employees, operations,
financing, accounting, capitalization, rates,
depreciation, maintenance, or other matters
affecting the public interest of utility
operations, (Condition No. 2)

6 There will no adverse impact on customer American Water and Cal-Am will ensurc that Proposed Condition No. 3.
service as a result of the transaction. RWE there is no adverse impact on the quality of
and Thames will maintain American’s and customer service, water quality, and reliability
Cal-Am’s levels of commitment to high as a result of the transaction. (Condition No. 3)
quality utility service and will fully support
maintaining Cal-Am’s record for service
quality,
7 Cal-Am shall continue to maintain its business | Cal-Am will continue to maintain its business Proposed Condition No. 4.
headquarters in California together with fully | headquarters in California together with full
operational field offices as appropriate to operational ficld offices as appropriate to
maintain the quality of its service. Cal-Am will | maintain the quality of its service. Cal-Am will
not close any of its local offices as a result of | not close any of its local offices as a result of
this transaction. However, Cal-Am is not this transaction. [However, Cal-Am is not
precluded from making local operational precluded from making local operational
changes in connection with integrating water changes in connection with integrating water
and wastewater systems acquired in other and wastewater systems acquired in other
transactions. transaction or which would have occurred
absent the transaction. (Condition No. 4)
3 The transaction will not result in changes to No longer warranted; condition should be Not addressed in DRA Report.
the existing management and officers of Cal- | removed. ~ln
Am. : ] E
9 Operational control of Cal-Am will not change | Covered by Condition No. 4. No longer Not addressed in DRA Report. ? t;
as a result of the transaction. warranted; condition should be removed. = -i
o) d
10 The transaction will have no adverse impact The transaction will have no adverse impact on | Proposed Condition No. 5. ?.?
(CD
w
e,
19803:6546846. 1 3 2
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on Cal-Am employees. Thames has
committed to no layoffs until March 31, 2004
or one year after the transaction closes,
whichever is later. There will be no changes in
compensation and the value of employee
benefits will not diminish as a resuit of the
transaction.

Cal-Am employees and there will be no

changes in any existing union agreements as a’

result of the transaction. All collective
bargaining agreements will continue to be
honored. (Condition No. 5)

11 There will be no changes in any cxisting union | Covered by Condition No. 5. Proposed Condition No. 5.
agreement as a result of the transaction. All '
collective bargaining agreements will be
honored. ,
12 Cal-Am will not allow the transaction to Cal-Am will not allow the transaction to Proposed Condition No. 6.
diminish stafting that would result in service diminish staffing that would result in service
degradation. However, Cal-Am may make degradation. However, Cal-Am may make
local staffing and other operating changes local staffing and other operating changes
which would have occurred absent the which would have occurred absent the
transaction. transaction. {(Condition No. 6)
13 There will not be an additional layer of No longer warranted; condition should be Not addressed in DRA Report.
' management overhead allocated to Cal-Am as | removed. See endnote. :
a result of the transaction. Cal-Am may,
however, demonstrate in a rate proceeding that
specific management overheads provide a
benefit to Cal-Am or its customers and should
be recoverable in rates.
14 None of the outstanding debt, owed and No longer warranted; condition should be Not addressed in DRA Report,
recorded as liabilities on the books of Cal-Am, | removed. See endnote. g o
will be affected by the proposed transaction. ° |G
There will be no changes in the income f z
statement, balance sheet or financial position ;_':o g
of Cal-Am as a result of the transaction. e é
B
o
\ =4
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15

Cal-Am’s equity to capital ratio shall be
maintained at or about 35 percent. If Cal-
Am’s common equity falls below 35 percent
of total capital, Cal-Am shall within 30 days of
such event provide a detailed written plan of
action to return Cal-Am’s equity capital to a
minimum of 35 percent. In general rate cases
the Commission has historically authorized a
capital structure for Cal-Am composed of
approximately 55-60% debt and 40-45%
equity. Cal-Am shall not be prohibited from
requesting that the foregoing equity percentage
be modified based on changes in capital
markets or other conditions that make it
prudent to alter Cal-Am’s capital structure.

No longer warranted; condition should be
removed. See endnote.

Not addressed in DRA Report.

16

RWE and American Water Capital
Corporation (AWCC) will notify the
Commission in writing within 30 days of any
downgrading to the bonds of RWE or AWCC
and will include with such notice the complete
report of the issuing bonding rating agency.

American Water and American Water Capital
Corporation will notify the Commission in
writing within 30 days of public notification to
American Water or AWCC of any
downgrading to the bonds of American Water
or AWCC and will include with such notice the
complete report of the issuing bonding rating
agency. (Condition No. 7)

Proposed Condition No. 7.

Neither Cal-Am nor its ratepayers, directly or
indirectly, will incur any transaction costs or
other liabilitics or obligations arising from
Thames' and RWE’s acquisition of American.
All costs of the transaction will be absorbed by
the sharcholders with no attempt to seek
recovery from ratepayers at any time. Cal-Am
will not incur any additional indebtedness,
issue any additional securities, or pledge any

American Water will make no attempt to
recover through California American
Water’s rates any of the transaction costs
arising from the divestiture by RWE and
Thames GmbH of American Water,
including the SEC registration fee, the NASD
filing fee, the stock exchange listing fee, legal
fees and costs of the Proposed Transaction,
accounting fees and expenses of the Proposed

19803:6546846.1 5
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assets to finance any part of the purchase price
paid by Thames for American stock.

Transaction, printing and engraving fees and
expenses for the registration statement, Blue

Sky fees and expenses, transfer agent fees
and expenses, legal feces for the state

regulatory approval process, and the costs of
implementing the initial processes and
controls for compliance with the Sarbanes-
Oxley Act of 2002. California American
Water will not at any time seek to recover
from its ratepavers costs directly incurred as
a result of the Proposed Transaction from
ratepavers of California American Water;
however, California American Water may
seek recovery of legitimate ongoing, non-
startup costs of being a publicly-traded
company in future general rate cases.
(Condition No. 8)

18

The premium Thames pays for American
stock, as well as all transaction-related costs,
including external advisors, early termination
costs, change in control payments, or retention
bonuses paid to Cal-Am or American
employees as a result of the proposed
transaction, will not be “pushed down” to Cal-
Am, and there will be no attempt to recover
such costs in any future rate proceeding.

Covered by Condition No. &, as modified by
Joint Applicants.

Proposed Condition No. 8.

For a period of five years following the close
of the transaction Cal-Am will not seek a cost
of new debt greater than it would have sought
if American had remained an independent
entity. For the purposes of this provision, Cal-
Am agrees that at present its cost of new debt

No longer warranted; condition should be
removed. See endnote.

Proposed Condition No. 9,
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€% ‘ON 3SNVD

19803:6546846. | 6

01 J0 9 obggs
C-9 WBUWUIENY 1 yOJI T SYIN



A.06-05-025 ALJ/MFG/hkr

is based on AWCC’s current Standard and
Poor’s credit rating of A- for secured debt and
current Moody’s credit rating of Baal, for
senior unsecured debt.

20 For a period sufficient to cover a single full
rate cycle for each of Cal-Am’s four sets of
filing districts, not to exceed four years from
the date of closing, RWE, Thames, American
and Cal-Am will implement a mechanism to
track the savings and costs resulting from the
proposed merger and a methodology o
allocate all net savings and will submit to the
Commission in writing a detailed description
of that methodology in connection with future
Cal-Am general rate case filings.

No longer warranted; condition should be
removed.

Not addressed in DRA Report.

21 Cal-Am will provide the Commission with
English-language versions of the RWE annual
reports, RWE quarterly shareholder reports
and the annual audit reports of RWE, Thames,
American and Cal-Am, as applicable, either in
printed media or through access to electronic
versions. In addition, the income statement,
balance sheet, and statement of cash flows will
be converted to U.S. dollars at the exchange
rates existing at the end of the time period for
such excerpts or financial reports.

No longer warranted; condition should be
removed.

Not addressed in DRA Report.

22 Cal-Am will match in its future rate No longer warranted; condition should be Not addressed in DRA Report. ~le
proceedings the cost of any “best practices” removed. ’ & [
that arc implcmented with a reasonable 2 |E
estimate of the savings or increased revenues =1 5
that will result from the implementation of Bla
such practices and will not implement the &

~ ®
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practices if the increased revenues or
decreased expenses do not justifiably exceed
the cost of such practices. When
implementing best practices, RWE, Thames,
American and Cal-Am will take into full
consideration the related impacts on the levels
of customer service and customer satisfaction,
including any negative impacts resulting from
any future work force reductions.

23 Thames will commit shareholder funds up to No longer warranted; California American Proposed Condition No. 16.
$50,000 annually for a five-year period from Water will honor its existing commitment.
the close of the transaction to develop,
promote or otherwise get a low-income
assistance program underway in cooperation
with the Commission. Cal-Am will not seek
recovery of those contributions to a low-
income assistance program from ratepayers.
Applicants shall spend the fully allocated
annual sum for this program even if the funds
are not expended during the five-year period.

24 Thames will commit shareholder funds up to No longer warranted; California American Proposed Condition No. 17.
$50,000 annually for a five-year period from Water will honor its existing commitment.
the clase of the transaction to establish in
cooperation with the Commission a Small
System Technical Advisory Team (SSTAT) by
Cal-Am within six months of the close of the
transaction. Cal-Am will not seek recovery of

those contributions for a SSTAT from S0E
ratepayers. Applicants shall spend the fully E g -
allocated annual sum for this program even if >z 5
the funds are not expended during the five- = i s
year period. SEs
S8
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25 The Commission has approved Cal-Am’s All affiliated interest agreements approved by Proposed Condition No. 12.
agreements with affiliates American Water the Comrnission to which Cal-Am is a party
Works Service Company and American Water | will remain in effect. Additionally, the
Capital Corp. All affiliated interest Affiliated Transaction Rules that were agreed to
agreements approved by the Commission to as part of the Settlement Conditions in D.02-12-
which Cal-Am is a party will remain in effect. | 068 will continue. The references to RWE and
The Affiliated Transaction Rules attached as RWE Group will be removed once RWE no
Appendix A shall apply to Cal-Am affiliated longer has a controlling interest in American
transactions not now covered by existing Water. (ConditionNo. 12)
Commission-approved affiliated transactions. :
26 Historically, Cal-Am has transferred on a No longer warranted; condition should be Not addressed in DRA Report.
quarterly basis approximately 75% of its net removed.
income to its parent, American Water Works
Company, Inc., as a dividend, [f Cal-Am’s
payment of any dividend or transfer of any
funds to Amecrican represents more than the
historical percentage of Cal-Am’s annual net
income, then Cal-Am will notify the
Commission of that fact.
27 Cal-Am’s parent and affiliates will not acquire | No longer warranted; condition should be Not addressed in DRA Report.
Cal-Am assets at any price if such transfer of | removed. Also covered by Condition No., 12,
assets would impair the utility’s ability to as modified by Joint Applicants.
fulfill its obligation to serve or to operate in a
prudent and efficient manner.
28 The creation of Thames Water Aqua U.S, No longer warranted; part of a complete Not addressed in DRA Report.
Holdings, Inc., by RWE will have no adverse | agreement between parties to a different
impact on Cal-Am from an operating, financial | proceeding; condition should be removed. ~ln 2
or management perspective. B a z
29 Cal-Am will seek to employ Thames’ No longer warranted; part of a complcte Not addressed in DRA Report. E i E
advanced project delivery experience to agreement between parties to a different 52 S
compliment American’s capability. Based on | proceeding; condition should be removed. @ ﬁ‘f;
&8
=
%3
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Cal-Am’s forecasted capital expenditures for a
full rate cycle for Cal-Am's filing districts,
Applicants believe such savings would reduce
its capital expenditure requirements by about
$2.2 million.

ENDNOTE: The continuation of Condition Nos. 1, 13, 14, 15 raise issues that are more appropriately addressed in general
rate case proceedings and would assure a financially weakened American Water and California American Water, directly

contrary to the public interest,

19803:6546846.1 10
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Subslance:

Reporting year
2003

2004
2005
2008

2007

2003
2004
2005
2006

2007

Water Qualily Results 2003-2007
California American Water Company

Monterey
Gross Alpha Particle Combined Radium Uranium Arsenic Fluoride Nitrate as NO3 Selenium
Activity (pCilL) (pCiL) (pCin) (1) {ppb) (ppm) (ppm) (ppb)
MCL Average MCL  Average MCL  Average MCL (2) Average MCL Average MCL (3) Average MCL  Average
Amount Amount Amount Amount Amount Amouni Amount
Detected Detected Detected Detected Delected Detected Detected
15 3.44 5 1.53 NR NR 50 ND 2 0.22 45 17 50 7
15 3.44 5 1.53 NR NR 50 ND 2 0.23 45 4.8 50 5
15 3.44 5 1,53 NR NR 50 ND 2 0.20 45 2.04 50 ND
15 1.18 5 ND 20 ND 10 ND 2 0.20 45 21.4 50 ND
15 0.95 5 <1.0 20 0.79 50 10 2 .26 45 16 50 20
Total Trihalomethanes Halocetic Acids Chlorine Copper Lead Tolal Cofiform
(TTHM) (ppb) {ppb) (ppm) {ppm) (ppb) Bacleria
MCL (5) Resuits MCL Results MRDL Resulls Aclion Amount Action Amount MCL Highest
as Cl2 Level Detected Level Detected Percentage
e at 90th %ile al 90th %ile Delected.
80 36.5 60 18.1 4.0 1.58 1.3 0.364 15 2 NR NR
100 31.5 60 14,4 4.0 1.45 1.3 0.364 15 0.002 NR NR
100 33 60 18.7 -4,0 1.37 1.3 0,364 15 0.002 (4) Q.57
100 36.6 60 16.4 4.0 1.18 1.3 0.618 15 5 (4) 0.57
100 34 60 14 4.0 1.08 1.3 0.364 15 0.002 (4) 0.57

MCL = Maximum contaminant level. uniess otherwise noted, is based on U.8. Envrionmental Prateclion Agency standards

MRDL = Maximum residual disinfectant level.

consumer's tap.

NR = Not included in report for that year

ND = Not detecled

The level of disinfectant added for water treatment that may not be exceeded at the

pCill. (picocuries per liter) Measurement of the natural rate of disintegration of radioactive contaminants in water (also beta particles).

ppb = parts per billion
ppm = paris per million

1 - In California the MCL for Uranium is reported as pCi/t.. MCL per the U.S. EPA is 30 meg/L (micrograms/liter). The conversion factor

used is 0.67pCi/meg

2 - Effective 1/23/06 the U.S. EPA MCL for Arsenic is 0.010mg/L (10 ppb. ) Althe lime of reporting, the state of California MCL remained at

0.050mg/L. (50 ppb), and the new standard had not yel been adopted.
. 3 - Reported MCL standard of 45 milligrams per liter (mg/L) for nitrate as NO3 is equivalent to U.S. EPA slandard of 10 mg/L for nitrate as N.

4 - MCL for Total Coliform Bacleria {(systems that collect 40 or more samples/month) more than 5%of monthly samples are positive:
{syslems that collect less than 40 samples/month), no more than 1 positive monthly sample.

§ - Standard MCL for TTHM is 80ppb for both California as of 6/17/06 and the U.S. EPA as of 1/1/02. 100ppb is listed on reporis.
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California American Water Company
Capital Expenditures

2003 2004 2005 2006 2007 Cumulative
Los Angeles (LA} 3,293,847 3,227,836 4,844,127 2,546,565 4,513,360 18,425,735
Coronado (COR) 198,778 407,746 1,310,109 849,092 1,362,768 4,128,493
Corporate (CORP) 340,971 802,269 724,485 91,552 139,151 2,098,428
Felton (FEL) 347,740 576,679 159,438 179,850 {36,314) 1,227,393
Ventura (VEN) 348,147 2,530,619 4,083,831 (103,665) 6,136,376 12,995,307
Larkfield 742,379 1,490.984 697,638 1,507,734 1,002,470 5,441,205
Monterey 11,002,394 19,841,978 14,108,026 16,262,275 (6,646,826) 54,667,846
Monterey Wastewater - - - - 303,913 303,913
Sacramento .‘7,298,391 10,676,884 14,964,630 20,071,493 21,285,386 74,296,785
Total 23,572,647 39,654,994 40,892,283 41,404,896 28.060,283 173,585.104
Source: Annual district amounts obtained from response to OC-33
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California American Water Company
Dividend Pay-Out Percentage

2002 2003 2004 2005 2006 2007 Cumulative

Current Year Dividends Paid 3,135,000 2,223,000 2,712,000 124,000 - 1,285,000 9,489,000

Current Year Net Income 2,990,000 5‘037.000 2,287,000 (2,948,000) 1,300,000 467,000 9,133,000
Calculated Dividend

Pay-Out Percentage 104.85% 44.13% 118.58% -4.21% 0.00% 277.30% 103.90%

Current Year Dividends Paid 2,223,000 2,712,000 124,000 - 1,285,000 6,354,000

Prior Year Net income 2,890,000 5,037,000 2,287,000 (2,948,000) 1,300,000 8,666,000
Calculated Dividend

Pay-Out Percentage 74.35% 53.84% 5.42% 0.00% 99.62% 73.32%

Source: OC-41 (Statement of Cash Flows)

Note: Per response to OC-41, the target dividend is 75% of net income (based on the 12-month period ending September 30).
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California American Water Company
Total Company {USGAAP)

Operating Revenues:

003

2004
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Water S 97.898064 $ 105940003 $ 105033354 § 111,951,156 § 120,249,411
Sewer 707,729 1,057,829 1.349,671 1.503.249 1.497.278
Other 918,998 (918,171) 4,878,976 1,248.823 2,609,553
Management - - - - -
Total Operating Revenues 99,524,792 106,079,661 111,262,001 114,703,227 124,356,242
Operations & Maintenance Expense:
Labor 10,589,142 10,760.963 11,671,181 12,137,754 14,098,643
Purchased Water 21,605,540 23,510,403 26,509,958 25,071,352 28,968.935
Fuel & Power 7,431,125 7,165,316 6,616,676 7,126,701 7,098,617
Chemicals 512,963 601,823 879,088 981,408 1,035.911
Waste Disposai 105,360 117,721 112,259 196,473 122,983
Management Fees 7,494,011 10,766,933 10,982,827 12,684,501 13,474,583
Group Insurance 2,278,341 2,327,026 2,634,070 2,646,494 2,632,620
Pensions 580.607 296,440 553,702 1,639,979 1,485,299
Regulatory Expense 1,448,085 1,875,379 3,880,168 2,807,756 2,718,457
Insurance Other Than Group 2,413,041 2,370,882 1.551.546 1.591,407 1,850.367
Customer Accounting 1,202,537 1,036,228 1.179.627 1.490.587 1,680.133
Rents 941414 965,869 977,591 1.053.652 1,137,661
General Office Expense 816.371 971.367 1,717,503 1.337.970 1,308,152
Miscellaneous 7.141.874 7,239,503 14,067 436 8.828,366 8,378,523
Other Maintenance 2,813,869 2,853,871 5,519,485 5,723,614 7.010.145
Total Operations & Maintenance Exp 67,374,280 72.859.724 88,863,117 85,318,015 93,013,029
Depreciation 12,155.971 13,723.178 12,878,721 12,741,664 12,995,245
Amortization 554,787 1,275,715 343,666 881.091 335.667
General Taxes 3,667,976 3,982,197 4,018,651 4,300.432 4,653.621
State Income Taxes 517,067 383,204 (271,755) {260.856) (2.457.146)
Federal Income Taxes 1,878,116 1,211,388 (2,437,605) (174,096) (7.166,115)
Tax Savings Acquisition Adjustment 7.560 7.560 - - -
Totat Operating Expenses 86.155,757 93,452,976 103.394,735 102,806,250 101,374,301
Utility Operating Income 13,368,035 12,626,685 7.867,206 11,896,977 22,981,941
Other Income & Deductions
Non-Operating Rental income 162,368 119,925 172,740 202,713 244,073
Dividend Income - Common - - - - -
Dividend income - Preferred - - - - -
Interest income 175.933 117,609 364,570 251.790 1,947,363
AFUDC Equity . 228,989 101,453 - 295,885 -
M&.J Miscellaneous Income 1,522,134 138,391 696,012 8,788 (125,288)
Gain (Loss) on Disposition 2.123.991 1.644,988 416,871 369,479 -
Total Other Income 4,213412 2,122,366 1,650,193 1,128,655 2,066,148
Miscellaneous Amortizalion 158,376 122,331 32,408 13,708 13,708
Tax Savings Acqusiticn Adjustment (7.560) {7.560) - - -
Misc¢ Other Deduclions 191,768 343.027 890,625 (1,739.677) 258,130
General Taxes 7.830 - - - .-
State income Taxes 318,409 121,519 93.365 233,732 2444576
Federal Income Taxes 840,875 481,127 369,656 §25.409 6,973.622
Total Other Deductions 1,510,698 1,060,444 1,386,054 (566,828) 9,690,036
Total Other income 2,702,714 1,061,922 264,139 1,695,483 {7.623,888)
income Before Interest Charges 16,071,749 13,688,607 8,131,345 13.592.460 15,358,053
interest Charges.
Interest on Long-Term Debt 11,144,696 10,228,946 10,225,230 10.379,147 12,814,321
Amortization and Debt Expense 83,276 59,142 59,734 94619 78,106
interest - Short Term Bank Debt 30,810 3.732 585,690 1,597,206 1,625,398
Other Interest Expense (10,752) 15,358 210,817 310,042 368,433
AFUDC - Debt {212,889) 57,707 (12,613) (87.482) 4,987
Total interest Charges 11,035,141 10,364,885 11,078,858 12,293,532 14.891,245
NET INCOME § 5036608 § 3323722 § (2947513) § 1298928 § 466.808

Source: OC-36
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7. Rate Case Expense

CalAm’s requested rate case expense is separate from the General Office revenue requirement,
and discussed by DRA in iis testimony of August 21, 2008. Overland Consulting provides
additional analysis of rate case expense in this chapter. Rate case expense includes CalAm’s
request to enses associated with the General Office and district-level filings in the
current

CalAm estimates it will incur $3,197,747 of costs to prepare, file, and prosecute these present
rate case applications. A portion of this total is “applicable to California American Water’s other
districts.” The company proposes to defer these particular costs ($8460,720) until such time as
these districts file their rate cases.! The remainder, $2,737,028, is the amount CalAm proposes
to recover for its Monterey and General Office rate filing. CalAm proposes to amortize the costs
over a 3-year period, resulting in an annual amortization of $912,343.

Overland calculated several key metrics concerning rate case expense that are summarized in
Table 7-1.

Included in this analysis are two recent California proceedings, the Los Angeles rate case (A.06-
01-005) and the Coronado, Village, Sacramento, and Larkfield rate cases (A.07-01-036).
According to the company, it has incurred to date $1,065,027 and $1,165,821, respectively, on
these two cases.?

Ta et
Cafo 3A e 2 ae
RaeCacE e eMe fo Ree 2

Rate Case Expense Requested
per Customer 3327 $11.20 $4.10 $7.59 $13.11
Rate Case Expense Approved
per Customer 20 (16) $9.39 $3.43 $6.15 $11.22
Rate Case Expense Requested
as a % of Revenue 31 (26) 1.73% 0.65% 1.15% 1.97%
Rate Case Expense Approved
as a % of Revenue 20 (16) 1.54% 0.54% 1.23% ' 1.83%

Sources: Derived from responses to OC-10S and OC-121.
(A) The first number presented in this column is the total number of cases used to calculate the Average, Weighted
Average, and Median. The second number in parentheses is the total number of cases used to calculate the Average

Excluding Largest Customer Bases.

{B) Customer bases in excess of 280,000 customers were excluded.

: Supplemental Direct Testimony of David P. Stephenson, p. 1.

2 Responses to OC-54 and OC-57. CalAm cut off its analysis as of October 2007. Additional costs may
have been incurred subsequently.

Overland Consulting 7-1
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Chapter 7

Based on a conservative application of the average of each of these metrics {(excluding the cases
with customer bases over 280,000) to CalAm’s request for the Monterey proceeding, it becomes
clear that the company’s request of $2,737,028 is excessive:

Ta e
Cafo aA e a ae
RaeCaeE ¢ eA e a e

Rate Case Expense Requested

per Customer $13.11 42,308 N.A. $554,658
Rate Case Expense Approved

per Customer $11.22 42,308 N.A. $474,696
Rate Case Expense Requested A

as a % of Revenue 1.97% N.A. $58,551,000 81,153,455
Rate Case Expense Approved

as a % of Revenue 1.83% N.A. $58,551,000 $1,071,483

Note I: The number of CalAm customers includes the Monterey and Monterey Wastewater districts (40.060 + 2,248)
obtained from the response to OC-90).

Note 2: The CalAm revenues requested includes the cumulative amounts requested for Monterey and Monterey
Wastewater districts ($55,501,000 + $3,050,000).

To put matters in perspective, CalAm has included nearly $1 million of legal fees in its current
request {including the pro-rated costs associated with the cost of capital proceeding). Although
legal fees are only a portion (35%) of the entire request in this case, they are nearly equivalent to
the total costs incurred for each of the two California cases mentioned previously.

Employee Costs Assigned to Rate Case Expense

$298,768 of the total rate case expense of $2,737,028 requested by the company is associated
with labor and related employee costs (e.g., travel). These employees work in the Cal Corp,
LSC, and NSC organizations.

Because the rate case expense estimate for these costs was based on the number of hours
multiplied by an hourly rate, Overland was able to determine what percentage of time CalAm
had assumed each employee was going to spend on the rate case over a one-year period. The
following table summarizes this information assuming a 2,080-hour year for the Cal Corp and
LSC employees:

Overland Consulting 7-2
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Ta e 3
Cafo aA e a ae
RaeCaeE e e
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Jordan

281

13.5%

Fulter 799 38.4%
Chew 642 30.9%
Halterman (A) 569 27.4%
‘Pressey 781 37.5%
Pilz 1,224 58.8%
Patacsil 201 9.7%
McCaleb 442 21.3%

Source: Response to QC-54.
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Note: Includes the hours attributed to the cost of capital
procecding,.

(A) ldentified in QC-54 as “Suzette”. Based on the other
employees identified, it was determined that this was likely

Suzetie Halterman.

With the exception of Jordan, all of these employees are included in Cal Corp’s charges to
CalAm that are part of the General Office costs. Jordan is included in the LSC allocations to
CalAm. According to CalAm’s filing, Cal Corp labor costs are assigned to one of two categories
~ 0&M (operating expense) or Capital Projects / Rate Cases.> A review of the support for the
allocations between the two categories reveals the following:

See ¢ Ca Co

Ta e
Cafo aA e

E

4
a ae
oced oao

AR
Jordan 10.0% 90.0%
Fulter 90.0% 10.0%
Chew 90.0% 10.0%
Halterman 90.0% 10.0%
Pressey 80.0% 20.0%
Pilz 0.0% 100.0%
Patacst! 89.0% 11.0%
McCaleb 80.0% 20.0%

Source: Derived from responses to OC-141, OC-142
and OC-166 and Workpapers GO-124 and GO-125:

3 CalAm Rate Filing, Exhibit B - Chapter 6 - Section 1 - Table 1C.

Overland Consulting
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When the information from these two tables is combined, 1t suggests that the time {(and
associated labor costs) of some Cal Corp employees was included more than once in CalAm’s
rate application. None of these salaried employees should have more than 100% of their time
assigned. :

Ta e 5
Cafo ad e a ae
See e CaCo E oeAoao

Jordan 13.5% 10.0% | 23.5%

Fulter 38.4% 90.0% | 128.4%
Chew 30.9% 90.0% | 120.9%
Halterman 27.4% 90.0% | 1174%
(A)
Pressey 37.5% 80.0% | 117.5%
Pilz 58.8% 0.0% 58.8%
Patacsil 9.7% 89.0% 98.7%
1 McCaleb 21.3% 80.0% | 101.3%

Source: Two previous tables,

It is possible that these employees may work on rate cases in other jurisdictions. If that is the
case, the preceding calculations understate the amount that may be captured more than once in
company’s current California rate filing and filings in other jurisdictions.

CalAm also identifies a group of Rate Department personnel from the National Service
Company whose labor costs are included in deferred rate case expense. One of the employees,
Rod Nevirauskas, works in a department (Business Unit 32505) which attributes none of its time
to rate cases or any other non-management fee category. Even though management has
budgeted an allocation of all of Mr. Nevirauskas” time to various jurisdictions, it believes that it
is appropriate to charge another 405 hours to deferred rate case expense in California. Just as
with the four Cal Corp employees, his labor costs ($48,309) are being requested more than once
in CalAm’s rate application. v

In its analysis of the Ca} Corp charges to CalAm, Overland has proposed an adjustment to
correct the company’s request for over-recovery of labor costs of its operating expenses. While
the same could have been done for the National Service Company employee, Overland chose not
to propose an adjustment because the resulting effect on allocations to CalAm would have been
relatively msignificant. However, the company’s decision to include this redundant cost lends

N According to CalAm, only one employee at the LSC currently spends a significant amount of time on
other rate cases. In the past, other employees did also (response to OC-215). This is CalAm’s explanation for its
witness’ statement that “direct charges to a case is the most reasonable approach, particularly when we process cases
for more than one state.” (Supplemental Direct Testimony of David P. Stephenson, p. 7)

Overland Consulling 7-4
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credence to the Overland’s finding that rate case expenses requested by the company were
excessive.

Conclusion

Our analysis of CalAm’s regulatory expense demonstrate that CalAm’s rate case expense
exceeds every one of the alternative (based on American Water filings in other jurisdictions)
calculated by Overland — in some cases by over 150 percent. It 1s our understanding that DRA
has also evaluated rate case expense and made a recommendation concerning cost recovery. Our
analysis indicates that CalAm’s rate case expense is excessive. We defer to DRA concerning a
cost recovery recommendation.

Overfand Consulting 7-5
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8. District Allocation of the General Office Revenue Requirement

In the prior rate case CalAm used a customer-based allocator to distribute its National Service
Company and Local Service Company expenses to the district level. In this rate filing CalAm
has proposed a “four-factor” allocator based on operations and maintenance expense, plant,
payroll and “connections” (an analog for customers). In direct testimony CalAm described the
factors included in the four-factor allocator as “those most common cost components and cost
drivers of the operating districts.”'  For the reasons below, we recommend General Office costs
be allocated to California districts using a customer-based allocation, as was done in the last
General Office rate filing, to distribute CalAm’s General Office cost among district operations.

There is nothing unusual about a four-factor allocator. However, it is important to define what
the allocator represents. Contrary to what CalAm’s testimony implies, increases or decreases in
Monterey O&M, plant and payroll do not “drive” equivalent changes in AW’s common
(allocable) service company costs.? The four-factor allocator is an “unattributable’ allocator.
Unattributable allocators distribute joint costs (costs that exist because the corporate entity exists
and that cannot be assigned based on causation) using one or more measures of size. We believe
CalAm’s four-factor allocator is inferior to a simple customer-based allocator, which is already
being used by American Water (AW) to distribute the national and some of the regional General
Office costs to the state level.

Recommended District Allocation of General Office Expense

Of the asserted “cost drivers™ in CalAm’s four-factor allocator, the three financial components
(payroll, O&M and plant) are themselves related to, and ultimately exist because of, the fourth
component (customers, or connections). Although most General Office costs do not vary
directly with changes in customers, at a more fundamental level all costs (payroll, O&M, plant,
etc.) at every level (district, regional and corporate) are incurred because of customers, without
which no costs would be incurred. :

AW uses customers to allocate a majority of regulated General Office costs, including all
regulated NSC costs, from the service companies to California. In requesting a four-factor

" method to allocate this expense to the districts, CalAm is proposing that the Commission
approve one allocator (customers) to move service company costs to the California state border,
and a different allocator (four-factor) to further distribute the same costs within the state, based
on an argument that corporate and regional costs are “driven by” plant, O&M and payroll, as
well as by customers. If allocable service company costs were “driven by” district-level plant,
payroll and O&M, any such link between the costs and their “drivers” would be dissolved, prior
to district allocation, by the customer-based allocator used to distribute them to the state level.

Overland does not believe it makes sense to distribute costs geographically to the state border
using a customer-based allocator and further distribute costs to the district level using a different

! Testimony of Gary Paguette, p.6, lines 10-12.

* When Monterey causes the New Jersey-based NSC to incur a specific costs, it is (or should be) directly
charged to CalAm.

Overfand Consulting 8-1
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allocator. CalAm was correct to use customers to allocate General Office expense to the state
and district levels in the prior rate case, and we recommend the Commission require CalAm to
use the same customer-based method for the complete (state and district) allocation in this rate
filing. Our recommended district allocation factors, based on year-ending 2007 customer levels
without the Felton district, are summarized below.

Ta e81
Cafo ad ¢ a a
Oea Reo e e
Aoao ao
ae O 1 31 00 C

Coronado 20,791 12.22%

Los Angeles (1) 27733 16.30%

Villhge 21012 12.35%

Monterey Water (2) 40,060 23.55%

Monterey Wastewater 2248 1.32%

Felton (2) - 0.00%

Sacramento 55917 32.88% |
Larkfield 2353 1.38% :
To a 10114 100.60 ;
Source: OC-9¢

(1) OC-90 data does not show customers for Los Angzles. OC-90 shows customers for
Baldwin Hills, Duarte & San Marion. Based on an analysis of district numbers in OC-90,
these "053" districts were assumed o combine to be equivalent to Los Angeles as shown
by CalAmin its rate Hiling.

(23 OC-90 does not show custoners for Toro, Bishep, Chualar. Raiph Lane or Ambler Park.
It was assumed that these combined in OC-90 under the category Monterey.

(3) 1,330 Felton customers as of 1231207 are removed on a pro-forma basis because of
CalAnys plans to seil before the test year,

Overland’s Recommended District-Level General Office Revenue Requirement

Using customer-based factors as shown above, Overland’s recommended General Office revenue
requirement compares with CalAm’s and spreads to district operations as follows.

Ta e8§
Cafo aA e =a se
Te ea 009 e ea Off eRe ¢ e Re e e Aoao o Oeao

Rae aea O ME e e

Coronado 10.80%| 1,835,857 1222%] 1633384 (202472)
Los Angeles (1) 13.54% 2301,621 16.30% 2,178,737 (122,384)
Viflage 13.39% 2276,123 12.35% 1,650,761 (625,362)
Monterey Water (2) 31.81% 5407279 23.55% 1,147 .807 (2259471
Monterey Wastewater 2.28% 387,570 1.32% 176,438 (211,132)
Felton (2) - 1.54% 261,780 0.00% - (261,780)
Sacramento 24.75% 4207172 32.88% 4,394,900 187,728

Larkfield 1.89% 321275 1.38% 184,457 {136,3817)
To a 160.00 169986 5 100.00 13366485 | 363 190

Sources: Customner Allocation Factors, Tabk 8-1, Total 2008 & 2009 Revenue Requirements, Table 1-1

Overland Consulting 8-2



APPEN

A

MAS REPORT 1
CAUSE NO. 43680
Page 163 of 180




MAS REPORT 1
CAUSE NO. 43680
Page 164 of 180

BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA

Application of California-American Water Company (U210W) for Authorization to
Increase its Revenues for its General Office

QUALIFICATIONS OF HOWARD E. LUBOW

Please state your name, your business address, and your position with Overiand
Consulting (“"Overland”).

My name is Howard E. Lubow. My business address is 10801 Mastin Street,
Suite 420, Overland Park, Kansas. | am President of Overland Consuiting. A
current resume is provided with this testimony.

What was the scope of your review in these proceedings?

Overland was retained by DRA to perform an audit review of the CalAm GO
filing, pursuant to the Commission’s Order in D.06-11-050. The scope of this
review focuses largely on the cost allocation process among affiliates and
between regulated and unregulated businesses. Our review also included major
elements of the GO cost of service, as well as the analysis of CalAm synergies
associated with the acquisition of the water properties in California formerly
owned by Citizens Utilities. Finally, we reviewed CalAm and American Water
compliance with the conditions imposed by the Commission in previous
proceedings involving the approval of RWE acquisition of American Water and
CalAm; and the subsequent authorization to transfer control back to American
Water through public offerings.

What is the purpose of your testimony?

I am responsible for the development of Chapter Six of the Overland Report.

Does this conclude your testimony?

Yes.
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HOWARD E. LUBOW
President

General

Mr. Lubow is President of Overland Consulting. He has more than thirty years of
experience as a public utility consultant. His consulling engagements have
encompassed a broad spectrum of management, finance and regulatory issues for
electric, gas, water, pipeline, and telephone utilities. Recent project experience includes
focused management audits, analysis of utility diversification and acquisition plans,
prudence studies, accounting systems design, cost of service determination and
allocation, utility property valuation, rate of return determinations and rate design issues.
Mr. Lubow has testified in more than 100 regulatory and civit litigation proceedings and
has testified in approximately 20 jurisdictions throughout the country.

Education

« Bachelor of Business Administration - Accounting, 1968, University of Missouri -
Kansas City. Minor in economics. '

« Graduate studies in quantitative and systems analysis, 1968-1970, University of
Missouri - Kansas City. '

Representative Experience

Electric and Gas

+ Project Manager in the review of long-term financial projections prepared by
Midland Cogeneration Venture Limited Partnership to be used in regulatory
proceedings concerning proposed modifications to a power purchase agreement.
The engagement included the sensitivity testing of major variables in the
partnership’s financial model.

« Project Manager in the review of accounting and finance issues raised by
Connecticut utilities in connection with proceedings on long-term capacity
measures. Addressed the implications of new generation facilities and DSM
projects on regulated electric utilities.

+ Project Director for a multi-disciplinary consulting team that reviewed the
proposed Exelon / PSEG merger on behalf of the New Jersey Board of Public
Utilities. Also the primary expert witness in areas of: finance and regulatory
policy, responsible for analysis of the merger’s financial impacts, in particular the
impact on PSE&G, the New Jersey utility. Responsible for recommendations to
insure that if the merger is approved, that the transaction price, terms and
conditions are fair and reasonable in light of applicable standards for review, and
that the New Jersey utility remains financially secure.

+ Performed a financial and market feasibility study of a fiber optic network
designed to provide SCADA requirements for a large multi-state electric’ utility

Overland Consuiting Page 1
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interested in selling capacity to telecommunications carriers and high volume
customers.

« Sponsored the overall development of utility revenue requirements, jurisdictional
and class cost of service studies and rate design issues in numerous electric,
gas, water and telecommunication cases throughout the country.

« Conducted an analysis of the adequacy of depreciation rates for a large
independent telephone -company located in Texas in order to assess the
relationship of capital recovery in light of technological obsolescence.

« Directed and developed a two day training seminar for the Kentucky Public
Service Commission addressing energy and telecommunications issues raised in
rate filings, and utility planning and forecast models required in considering the
use of projected test year data.

« Supervised and directed a group of PSC Staff members in the review of a rate
filing relying upon the use of a projected test year.

« Directed a comprehensive financial and regulatory base period audit of a large
gas transmission and distribution company in connection with implementation of
an incentive regulation plan. Reviewed savings resulting from force reductions of
1,200 employees and implementation of aggressive cost reduction programs.

« Performed a study of an LDC's gas supply and transportation procurement
practices in a post Order 636 operating environment, where the LDC's
transportation and supply services continued to be provided by affiliated
companies. The parent reorganized its pipeline transmission and gas supply
services into a separate company, transferring jurisdiction from state regulators
to the FERC. Developed a model to quantify an optimal supply and
transportation mix for state ratemaking purposes.

« Performed a review of intrastate pipeline issues including the use of a straight
fixed-variable cost methodology; regulatory treatment of stranded costs; pipeline
competition issues; and the merits of a corporate restructuring and related effects
on cost of service and changes in corporate operations.

« Developed a revenue requirement analysis of an inirastate gas transmission
pipeline company addressing issues including: proper recognition of net
operating loss carryforwards for ratemaking purposes; treatment of deferred
start-up costs; application of criteria for consideration of acquisition premium in
rates; and the recognition and relationship of financial criteria in the ratesetting
process. |

« Directed a comprehensive review of the $850 million PG&E gas transmission
pipeline expansion project. This study included a review of regulatory
considerations in recognizing construction and operating costs in light of
competition in the California pipeline markets, and based upon the Commission
intended allocation of risks among regulated customers, project shippers and the
pipeline owner. '

Overland Consuiting Page 2
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« Directed a review of gas procurement policies and procedures, and addressed
the impact of FERC Order 636 for three Wyoming LDC's. This study addressed
the relationship of gas pipeline and LDC affiliate organizations associated with
the gas supply and transportation functions, and the impact of the affiliated
organizational structures on gas prices measured against other utilities in the
region.

+ Reviewed impacts of FERC Order 636 on gas utility distribution companies
including staffing and other operating requirements, changes in gas procurement
and storage policies, and effects on marketing plans. Also reviewed various
pipeline compliance filings, analyzing impacts on firm and non-firm customers.

+ Reviewed electric and gas utility fuel procurement policies and procedures,
organization and internal controls in various engagements. Developed
recommendations resulting in significant benefits to utilities under review.

+ Performed fuel audit investigations in several jurisdictions addressing such .
issues as economic dispatch procedures, fuel acquisition policies, affiliated mine
or pipeline operations, captive mine development and compliance with
Commission rules and regulations. These studies included the review of prices
and returns produced from affiliated operations vs. third-party options and market
prices available.

+ Reviewed gas supply issues including procurement policies, supply mix, affiliate
transactions, and contract provisions in-the context of both cost of service and
management review proceedings. Provided policy analysis regarding
considerations and benefits of increased gas supply and pipeline competition.

+ Participated in three FERC interstate pipeline rate proceedings addressing cost
of service issues, including appropriate classification and allocation
methodologies. Also addressed construction costs, overhead, and pipeline
operations issues in a major oil pipeline docket.

« Performed a detailed analysis and presented testimony regarding the relative
economic benefits of the operation of a LNG plant vs. meeting seasonal peak
demands through pipeline contract commitments.

« Developed gas transportation pricing criteria and implementation guidelines in
the development of tariff service offerings for several gas LDC’s.

» Developed numerous gas cost service studies, and related rate design
recommendations for local distribution companies, as well as pipeline suppliers. :
Testimony regarding such studies was presented before various state
commissions, as well as the FERC. ‘

» Responsible for gas distribution company revenue requirements in over twenty-
five cases, addressing accounting, cost allocation, operations, and rate design
issues. These cases generally included an analysis of gas production, gathering,
and transmission systems owned by the LDC parent.
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+ Developed a damages model for a gas utility in civil litigation arising from
acquisition of a defective distribution system caused by improper installation
practices. Measured incremental construction and operating costs associated
with pipe replacement program.

« Developed a risk analysis model used to associate the relationship between cost
recovery and changes in class consumption patterns for a gas distribution
company.

« Developed a quantitative model to estimate jurisdictional and class-peak
consumption for distribution gas companies.

« Performed an overview of regulatory considerations in the oversight of holding
company formations and operations. This project was conducted on behalf of a
PUC to analyze issues associated with holding company formations, utility
diversification, and affiliated interest oversight and controls. The four largest
electric utilities in the state were included in the study. The final report covered
policy issues, as well as more detailed discussions of monitoring procedures and
recommended filing requirements.

« Developed diversification guidelines for utilities in several jurisdictions.
Addressed regulatory concerns and limits that might be implemented to control
contingent adverse consequences to utility ratepayers.

» Performed an overview of regulatory considerations in the oversight of holding
company formations and operations. This study addressed appropriate
regulatory guidelines and oversight policies for utility and nonutility operations.

» Directed reviews of two major utility subsidiary gas intrastate pipeline systems,
addressing cost of service, operating issues, and appropriate accounting for
overheads and affiliated transactions from regulated electric utility parent
companies.

» Developed a financing plan and reorganization of corporate structure for an
electric utility having gas properties and a separate gas subsidiary. This project
included preparation of SEC U-1 filings, filings with regulatory agencies and
testimony to address the impact of the proposed financing and reorganization on
cost of capital and rates.

« Responsible for the independent analysis of the feasibility and economics of
consolidation of two major electric utilities. The project focused primarily on the
quantification of merger benefits associated with consolidated operations. This
in-depth twelve-month study also included a detailed review of the scope of
services and basis of pricing such services among affiliates. The study
addressed a number of affiliate interest issues including: the basis of pricing and
level of capacity and/or energy supplied by affiliate vs. third-parties; the services
provided by an affiliate "service" company vs. internal resources or purchases
from third-parties; and the consideration of management resources devoted to
non-utility functions and the basis of compensation for such resource transfers.
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« Reviewed American Electric Power System Agreement to assess the
reasonableness of fuel and purchased power costs incurred and allocated to its
utility operating companies. The analysis also considered system dispatch and
related fuel accounting issues associated with energy requnrements of regulated
customers versus wholesale transactions.

« Responsible for the development and implementation of phase-in plans utilized
to defer initial costs of new generation faciliies. Developed assessment criteria
and related models to assign capacity from new plant additions between
jurisdictional and nonregulated service.

« Developed and conducted a training program on the measurement of relative
and absolute fuel productivity measures in ranking utility's effectiveness in fuel
procurement and generation system operations.

» Developed a framework for implementation of competitive pricing for an electric
utility facing higher costs due to nuclear plant additions. The analysis also
encompassed an incentive rate program designed to induce greater use of
excess capacity, as well as to improve the utility load factor.

» Analyzed and implemented economic dispatch models used to evaluate the
effects of changes in generation capacity and fuel use.

» Conducted several comprehensive nuclear management and prudence reviews
addressing construction, management, planning and economics issues.

- Directed a two-year study of the impacts on and options available 1o an electric
utility due to the abandonment of a nuclear plant near completion. Presented a
workout plan to regulators. Study involved a five-year forecast of financial results
including construction expenditures and operating costs.

« Developed commercial operation date criteria and guidelines for nuclear power
plants, which were supported by a national industry survey.

+ Developed a financial analysis of a major municipal utility facing an extended
outage of its nuclear power plant, with alternative pricing strategies, recognizing
competitor pricing in adjacent service areas. Developed multi-year cost of
service and revenue requirements models, and presented results to the Utility
Board.

+ Responsible for the development of budget and forecast models for a major
municipal water utility in the Midwest.

» Performed studies for municipalities to determine the feasibility of acquiring street
lighting facilities, or in the alternative, pricing options other than PSC regulated
tariffs.

» Conducted an industry survey of the effectiveness and relative benefits achieved
from the use of uniform filing requirements in utility rate applications. The
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findings were published and distributed to the utility industry and regulatory
commissions.

« Developed class cost-of-service studies including identification of direct
assignments and review of distribution facilities, methodologies and criteria for
the allocation of generation and bulk power facilites, and risk differentials
associated with various classes of service.

» Project director of a review of Kentucky current statutes, regulations and policies
governing integrated resource planning. The project addresses
recommendations necessary to mitigate impediments {o the development of
appropriate demand-side management programs, energy efficiency, renewables,
and new generation technology options available within the state.

» Project manager of a regulatory audit of California American Water Company's
general office activities and costs, including unregulated activities, cost
allocations, and affiliate transactions.

Valuation

» Conducted a feasibility study regarding the sale of a utility power plant used to
provide steam heat and process steam to commercial customers through a
downtown area distribution system. The feasibility study addressed energy
alternatives and pricing options; cogeneration; and a financial and operating
forecast assuming alternative case scenarios based upon various potential
ownership structures.

» Performed a valuation analysis on behalf of an investor group for the construction
and operation of a high capacity fiber network between Seattle and Vancouver,
designed to serve large commercial companies and telecommunications
providers. Provided due diligence analysis of market demand and pricing
assumptions, competition, and anticipated construction and operation costs.

» Performed a valuation analysis of an electric utility on the southwest on behalf of
a private investor group interested in making a tender offer for the shareholder
interests of this public company. Also participated in presentations to investment
bankers and commercial banks who were to fund the acquisition.

« Performed a valuation study regarding two natural gas distribution affiliates in the
Midwest, whose electric utility parent was seeking offers for a sale of the assts
and related securities. Developed analysis of the impact of regulation on
property values. :

+ Performed a valuation analysis of a gas transmission company used to evaluate
offers for the company. Developed due diligence and information materials :
provided to interested parties. Participated in presentations to interested parties
with investment bankers.
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« Developed a valuation analysis used in litigation proceedings to support the
reasonableness of the acquisition price for a rural electric company acquired by
an investor owned electric utility company.

+« Developed and applied a model for the determination of the value of helium
extracted from natural gas relied upon in litigation cases in federal courts in
Oklahoma and Kansas. Analysis required the determination of extraction costs
at plants involving four major pipeline systems in the Midwest. Developed
studies of construction and operating costs associated with helium extraction
plants, as well as the analysis of incremental costs and revenues related in by-
product liquid extractions.

« Performed an analysis of the value of long-term gas transportation contracts
relied upon in civil litigation and by regulators. The studies included the
development of construction cost and operations estimates, as well as discount
rates 1o be employed.

« Performed a reproduction cost study for a cable television company located in
the west. As part of the project, developed a continuing property records system.
Company used results in the negotiation of the sale of its assets.

» Represented a member of a consortium formed to build a satellite network for
cellular services with commercial applications throughout the United States.
Developed a valuation analysis and business plan used in a private placement
for equity financing. Acted as a co-investment advisor with a large Wall Street
firm in providing these services and making presentations to potential investors.

» Developed a valuation analysis of nuclear facilities, which included a detailed
study of assets, and their costs, required for environmental protection as defined
by state statutes and federal regulations. The study was relied upon in
determining the proper classification and vaiuation of nuclear assets for property
tax purposes.

+« On behalf of a state department of revenue, developed a review of property tax
rules and definitions as applied to telephone, cellular and cable companies. The
study included a national survey of valuation practices relied upon by each state
department of revenue.

+ Developed appraisals of telecommunications properties for property tax purposes
using standard valuation methods. Presented studies in administrative and civil
proceedings. Developed cost of capital analysis based upon applications of the
DCF and CAPM models.

+ Developed appraisals relied upon in property tax cases involving
telecommunications properties where subject sales were involved within two
years of the date of property assessment.

+ Prepared appraisals for a natural gas transmission company in appeals of
property tax assessments in administrative proceedings in Kansas and
Oklahoma.
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» Prepared appraisals of two investor owned utilities on behalf of the lowa
Department of Revenue. The appraisals included a subject sale analysis, and a
review of economic obsolescence.

» Developed appraisals of two Class | railroad companies in contested property tax
valuation in civil proceedings in New York. Valuation studies included the review
of the cost method based on RCNLD.

« Assisted an electric G&T coop in valuation and due diligence analysis of electric
and gas properties offered for sale by a large independent telephone company.

+ Developed a manual for “Alternative Valuation Procedures” on behalf of the
Virginia State Corporation Commission — Public Service Taxation Division in a
state that otherwise relies on the cost method.

+« Developed a business plan and other financial advisory services to the National
Homebuilders Association joint venture subsidiary — "Smarthouse”; in connection
with securities offerings.

+ Developed a complete appraisal of a cogeneration facility on behalf of the
Virginia State Corporation Commission, Public Service Taxation Division. The
study included “Subject Sale” and “Comparable Company” analyses, as weli as a
review of capacity and energy forecast prices in the PJM market area.

« Prepared a complete appraisal of CSX railroad operating property on behalf of
the Florida Department of Revenue.

» Prepared a complete appraisal of Qwest Corporation on behalf of the lowa
Department of Revenue. The appraisals included “Subject Sale” and
“Comparable Company” market analyses.

Telecommunications

» Developed and directed a three-day nationally attended conference entitled
"Competitive Strategies in the Local Exchange Marketplace”.

» Directed audits of RBOCs regarding compliance with regulatory accounting
requirements; procedures to allocate costs between regulated and non-regulated
activities; policies and rules for pricing transactions among affiliates; and
monitoring reports filed with regulators.

« Conducted a review of depreciation rates for local exchange telecommunications
property of the central division of a national carrier.

» Directed a comprehensive review of the operation of a RBOC
telecommunications incentive plan, based upon a revenue sharing mechanism,
over a three-year period. The study reviewed quality of service measures,
capital expansion programs, work force reductions, and other major elements of
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operating expense for the review period. Provided policy options regarding
modifications to the incentive plan for prospective consideration.

« Developed business plan and other related materials for telecommunications
reseller in its initial public offering. Provided ongoing financial and regulatory
services, including development of all SEC filings.

« Directed an analysis of switching and other LEC facilities required and costs of
providing inter-exchange services to an allernative service provider in the
Phoenix, Arizona area.

Publications and Presentations

» "The Use of Uniform Filing Requirements by State Regulatory Commissions - An
Industry Survey,” May 1980.

» "Regulatory and Accounting Implications of Phase-in Plans,” NARUC Biennial
Regulatory Information Conference, September 1984.

+ "Rate Moderation Plan Considerations” Public Utilities Accounting and
Ratemaking Conference, sponsored by the Texas Society of CPAs, Aprif 1985.

+ “"Review of The Proposed Amendment to FASB Statement No. 71,” Presentation
to the Financial Accounting Standards Board, June 1986.

« "Regulatory Implications Associated with the Prudence Audit Process,” NARUC
Biennial Regulatory information Conference, September 1986.

+ "Onthe South Texas Project and Other Cases,” The Advisory, March 4, 1987.

+ "Regulatory Considerations Inherent in Assessing Ulility Culpability” (Richard
Ganulin coauthor), Public Utilities Fortnightly, 1987.

+ "Framework for a Competitive Strategy,” Southeastern Regional Public Utilities
Conference, Atlanta, GA, September 1988.

+ "Competitive Strategies in the Local Exchange Marketplace,” a three-day
telecommunications conference sponsored by Overland Consuiting and the
University of Missouri at Kansas City, September 1991.

+ "Considerations Associated with the Review of Rate Applications Based Upon
Projected Test Periods,” a two-day training seminar conducted on behalf of the
Kentucky Public Service Commission, December 1992.

+ "Impact of Deregulation and Competition On Property Tax Valuation Within the
Utility Industry,” Western States Association of Tax Administrators, Austin,
Texas, September 1995.

» “Appraisers Find Help in Recent Accounting Rules” (Gregory Oetting, coauthor),
Fair & equitable, August 2003.
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+ “Blue Chip Method vaerview”, 21 Conference of Unit Value States; Memphis,
Tennessee, October 2004.

» “The Yield Capitalization Method — Application Issues”, WSATA Unitary Appraisal
School, Advanced Class — Logan, Utah, January 2007.

« "Overview of FIN 46(R), SFAS No. 133, and SFAS No. 71, (Gregory Oetting, co-
presenter), Connecticut Department of Public Utility Control, May 2007.

« "Accounting and Finance lIssues Associated with Contracts for Differences-
Generation/DSM  Projects” {Gregory Oetting, co-presenter), Connecticut
Department of Public Utility Control, September 2007.

» “Accounting Pronouncements Impacting Financial Reporting Associated with
Utility Purchase Power Agreements’, WSATA Unitary Appraisal School,
Advanced Class, Logan, Utah, January 2008.

« “Rating Agencies — Current Methods Employed and Recognition of imputed
Debt”, WSATA Unitary Appraisal School, Advanced Class, Logan, Utah, January
2008.

Consulting Work History and Industry Experience

1991 - Present: Overland Consulting
President. Responsible for administration and review of
management auditing, regulatory consulting, and litigation support
services. Provide expert witness services in projects involving
decision analysis, damages assessment, ratemaking, valuation,
and accounting.

1997 — 1999 Kansas Pipeline Company
Executive Vice-President; Chief Operating and Financial Officer.
Responsible for the day-to-day operations of this natural gas
pipeline, as well as direct responsibilities associated with the
financial, accounting, and regulatory functions of the Company.
Implemented a reengineering and downsizing program that
resufted in a major reduction in operating expenses. Negotiated
new gas supply and transportation contracts. Renegotiated credit
lines on more favorable terms. Responsible for the negotiation
and acquisition of a natural gas marketing company. Developed
and implemented a management incentive program for senior
executives. Developed due diligence and presentation materials
relied upon by potential buyers of Kansas Pipeline assets. it

1990 — 1991 Amerifax, Inc. (Americonnect)
Chief Executive  Officer. Directed the IPO for this
telecommunications  switchless  rebiller. The company

implemented a national marketing program, focusing primarily in
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the Midwest. After five years, the company was acquired for
approximately three times its |PO valuation.

1983 - 1991: LMSL, Inc.
President. Responsible for administration and review of
regulatory services projects and research studies. Expert witness
in regulatory proceedings. Director of special projects including
management audits, financing feasibility studies, property
acquisition and merger feasibility studies and development of
innovative solutions to current regulatory issues.

1976 - 1982: Drees Dunn Lubow & Company
Managing Partner. Responsible for projects for utility clients.
Responsihility included financial and managerial analysis of public
utility companies and the presentation of expert testimony before
regulatory commissions.

1972 - 1976: Troupe, Kehoe, Whiteaker & Kent
Senior Regulatory Consuitant. Responsible for special services
work for utility clients, including accounting systems design, cost
of service determination and allocation, budgeting and rate
designs. Performed fair value determinations, developed cost
analysis studies, curtailment requirements analysis, and forecasts
of utility operations.

1968 - 1972: Kansas City Power & Light Company

Senior _Accountant. Analyzed accounting and reporting
procedures, taxes and costs of operations. Assisted in the
preparation of the Federal and State income tax returns and the
Annual Report to stockholders. Assisted with rate filings in
Kansas and Missouri. Developed tax basis property accounting
system.
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BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA

Application of California-American Water Company (U210W) for Authorization to
Increase its Revenues for its General Office

QUALIFICATIONS OF ROBERT F. WELCHLIN

Please state your name, your business address, and your position with Overland
Consulting ("Overland”).

My name is Robert F. Welchlin. My business address is 10801 Mastin Street,
Suite 420, Overland Park, Kansas. | am a Senior Manager in Overland
Consulting. A current resume is provided with this testimony.

What was the scope of your review in these proceedings?

The scope of my responsibility included a regulatory audit of the service
companies and allocations that contribute to CalAm’s General Office revenue
requirement, including the historical years 2006 and 2007, the budget year 2008
and the forecasted test year, 2009. Please see the testimony of Howard E.
Lubow for a complete project scope description.

What is the purpose of your testimony?

I am responsible for Chapters one through five and Chapters seven and eight of
the Overland report.

Does this conclude your testimony?

Yes.
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ROBERT F. WELCHLIN, CPA
Senior Manager

General

Reguiatory consultant to the telecommunications, cable, electric and gas industries. Manage
operational, financial and regulatory audits, reviews of rate filings and cost studies in the energy
utility, telecommunications and cable industries. 21 years of industry experience.

‘Education
o Master of Business Administration, St. Edwards University, 1986.

+ Bachelor of Science, Accounting and Business Administration, Eastern lllinois University, ,
1979. .

Representative Experience

Electric and Gas

o Exelon/PSEG Merger — Assisted the New Jersey Board of Public Utilities in review of
the proposed merger of Exelon (Commonwealth Edison, Pennsylvania Energy) with
PSEG (Public Service Electric & Gas). Responsible for the review of the impact of
combining the two holding companies’ service companies (the companies that provide
managerial, technical and administrative services to associated companies) on the New
Jersey genco and utility. (2005-2006)

o Elizabethtown Gas, New Jersey Natural Gas, and South Jersey Gas Regulatory Audits —
Project Manager for audits of the affiliate relationships and cost allocations of
Elizabethtown Gas, New Jersey Natural Gas, and South Jersey Gas conducted on
behalf of the New Jersey Board of Public Utilities (BPU). The audits examined whether
each Company maintained a strict separation of risks, functions, and assets between
their regulated utilities and unregulated affiliates to comply with BPU Standards. The
audits also documented each Company’s cost allocation methodologies and results for a
two-year period. (2002-2003)

« Sempra Energy — Project Manager for a review of the costs of Sempra Energy’s holding
company. The review, conducted on behalf of the Utility Consumer Action Network
{UCAN) was a part of the review of Sempra Energy’s rate application with the California
Public Utilities Commission (A.02-12-027 and A.02-12-028). (2003) Performed a similar
review in the subsequent rate applications of subsidiaries, San Diego Gas & Electric
Company and Southern California Gas Company (A.06-12-009 and A.06-12-010).
(2007)

« Kansas Pipeline Company - Directed the cost of service component of the initial FERC
"Section 7" cost of service and base rate filing of Kansas Pipeline, which had been
exempt from FERC rate regulation prior to 1997. Submitted and defended testimony on
behalf of Kansas Pipeline before the FERC covering the overall cost of service filing, the
historical basis for the calculation of acquisition premium and company's test year
operations and maintenance expenses {1998 — 2000).
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= Pacific Gas and Electric 1999 General Rate Case - Reviewed projected test year
administrative and general expense levels and allocation of costs between the utility and
affiliates. Submitted and defended testimony on behalf of the California Pubtic Utilities
Commission (1998).

» Pacific Gas and Electric Audit of Inter-Company Relationships and Transactions -
Managed an audit of PG&E’s compliance with regulatory requirements and internal
control over relationships and transactions between the utility and its unregulated
affiliates on behalf of the California Public Utilittes Commission. {(1998).

« Southern California Gas Performance Based Ratemaking {PBR) Filing - Conducted a
review of 1994 and 1995 base margin costs. Submitted testimony on behalf of the
California Public Utilities Commission. Issue areas included operations and maintenance
expenses, corporate allocations, employee and executive compensation, post-retirement
benefits, and savings from restructuring and force reduction programs (1996).

» Missouri Gas Energy Rate Case - Submitted cost of service testimony on behalf of Mid-
Kansas Partnership and Riverside Pipeline, L.P. in connection with Missouri Gas
Energy’s base rate filing. Issues included deferred gas safety costs, merger-related
savings and weather normalization (1996).

+ Western Resources / Kansas Power and Light Rate Case - Conducted a rate case audit
and submitted and defended cost of service testimony on jurisdictional cost allocations,
operations and maintenance expenses and pension expenses on behalf of the Kansas
Corporation Commission (1992).

* Montana Dakota Ultilities and Mountain Fuels - Conducted focused management audits of
the gas supply operations of two western local distribution utilities for the Wyoming PSC.
Assessed the management and organization of each company as it related to gas supply,
the degree to which supply options were optimized, the potential impact of FERC Order
636, and the relationships between the LDCs and their pipeline and production affiliates
(1992).

+ Big Rivers Electric Cooperative - Reviewed fuel receiving and inventory policies and coal
contract terms in connection with a focused management audit of fuel procurement for
the Kentucky PSC. (1993).

« [llinois Power Company {lllinova) - Performed internal operational audits of nuclear and
fossil fuel procurement, natural gas procurement and delivery, various corporate, power
plant and service area operations, and nuclear plant construction contracts. {1980 to
1983).

Telecommunications

+ Frontier (Citizens) Telecommunications Regulatory Audit - Directed a California statutory
regulatory audit of Citizens’ California PUC financial reporting and shareable earnings. ,
including transactions between Citizens, its Connecticut-based parent company and its
affiliates. (2004-2005).

H
¢
IE
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Cable

Pacific Bell Regulatory Audit — Directed a California statutory regulatory audit of Pacific
Bell's California PUC financial reporting, including transactions between Pacific Bell, its
parent company (SBC) and its affiliates and subsidiaries. (2001-2002).

Roseville Telephone Regulatory Audit - Directed and conducted a regulatory audit of the
company's compliance with affiliate and non-regulated activity transaction rules and
reviewed the company’s calculation of earnings shareable with customers under the
California PUC’s New Regulatory Framework rules. Submitted and defended testimony
on the audit on behalf of the CPUC (1999- 2000} Performed a followup audit of 2001-
2003 regulated earnings (2004).

New York Telephone Loop Study - Directed a study of NYT’s subscriber loop network.
Coordinated the effort of a multi-disciplined team that included regulatory, network
operations, engineering and data processing specialists. The major work products
included an inventory of subscriber facilities, determination of facility utilization in
different geographic regions, determination of the relative accuracy of the major
databases containing network facility information, and verification of billing records with
installed facilities (1991).

AT&T Review of Affiliate Transactions - Conducted a review of the affiliate management
and accounting relationships among the subsidiaries of AT&T. Documented significant
transactions and allocations through the AT&T organization that affected AT&T
Communications. Examined policies and procedures that affected the Communication
subsidiary’'s decision to use internal sources of supply and the corporate entity's
allocation of costs to subsidiaries (1990).

Bay Area Teleport - Conducted a review of the impact of local exchange carrier price
flexibility on competitive access in California (1988).

GTE - Analyzed Indiana local exchange rates and developed a computer model to
distribute the carrier's revenue requirement over a matrix of local services and rate
groups (1989).

Late Payment Costs - Analyzed costs imposed on cable systems by late-paying
customers and prepared studies to quantify the additional costs of handling past due
accounts. (1995 through 2001).

Cost of Service - Analyzed cable system costs and prepared cost-of-service rate studies

for several cable companies, including severa! of the nation’s largest cable systems.
Developed cost-of-service methodologies to properly account for affiliate relationships
and corporate and divisional cost allocations to the cable systems. Analyzed incremental
cost of service under FCC Form 1235 rules for a group of systems calculating the
revenue requirement impact of upgrading system capacity upgrades (1994-1999).

Franchise Issues - Developed financial models {o determine the financial and potential rate
impact of franchise requirements for system upgrades and rebuilds. In 1997, coordinated
the financial aspects of a franchise proposal submitted by the Company by a California
local franchise authority (1995 and 1997).

Programming Costs - Developed a database application to calculate programming cost
increases on a cable-system basis to comply with FCC requirements (1994).

Overland Consulting Page 3



MAS REPORT 1

CAUSE NO. 43680

Page 180 of 180
Welchlin

Work History

1996 - Present:

1993 - 1996:

1987 - 1993:

1984 - 1986:

1980 - 1983:

Certifications

Overland Consulting

Senior Manager. Plan, supervise and perform telecommunications and
energy industry consulting projects, inciuding audits, on behalf of public
utility commissions and other government agencies.

KPMG Peat Marwick LLP

Senior Manager. Information, Communications and Enterfainment Line of
Business. Developed and managed cable TV, and telecommunications and
industry consulting engagements.

LMSL, Inc., Overland Consulting

Manager. Conducted audits of energy and telecommunications companies;
sponsored testimony in regulatory proceedings. (LMSL is a predecessor
firm of Overland Consulting).

Public Utility Commission of Texas

Senior Staff Accountant. Reviewed eleciric, telephone and water utility rate
and regulatory filings and sponsored cost of service testimony in rate
hearings. '

illinois Power Company

Senior Internat Auditor. Planned, directed and performed operationatl and
financial audits of the company’s headquarters departments, power stations
and service offices. Prepared the annual department operating plan and
drafted the report to the Audit Committee of the Board of Directors for
approval by the Director of internal Auditing. Coordinated work with
external auditors.

llinois CPA Certificate No. 31763, University of Illinois, February 18, 1982.
Kansas CPA Certificate No. 9821

Kansas Practice Permit No. 3349

Member, American Institute of CPAs

Overland Consulting
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